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Among Mr. Chief Justice Warren’s first Supreme 
Court opinions * is one of the latest decisions on a trouble- 
some problem, namely, the liability that may be incurred 
by the United States from the inclusion of schedules of 
minimum wages in its construction contracts. The prob- 
lem illustrates the difficulties and common-law liabilities 
which may arise from welfare statute provisions in the 
“boiler-plate” of federal contracts. It also affords an 
example of the powers and attitudes of the procurement 
officials and the Department of Labor, the boards of con- 
tract appeals and the General Accounting Office, and the 
Court of Claims and the Supreme Court. 

The original Davis-Bacon Act of 1931 required that 
contracts of the United States for the construction, altera- 
tion or repair of public buildings in an amount over 
$5,000 contain a stipulation that the contractor will pay 
“not less than the prevailing rate of wages.”* In 1935 
this Act was amended, among other things, to include 
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“public works,” to reduce the effective amount to $2,000, 
and to require that the contract contain schedules of wage 
rates. The Act now requires that in each such contract the 
contractor stipulate that he and his subcontractors will 
pay “not less than” the scheduled wage rates as the mini- 
mum hourly compensation for each class of laborers or 
mechanics employed at the site of the work. It further 
provides that the wage schedules shall be: 


based upon the wages . . . determined by the Secretary of La- 
bor to be prevailing for the corresponding classes of laborers and 
mechanics employed on projects of a character similar to the con- 
tract work in the city, town, village, or other civil subdivision of 
the State, or the Territory of Alaska, or the Territory of Hawaii 
in which the work is to be performed, or in the District of Co- 
lumbia if the work is to be performed there. . . .* 


Since the minimum wage rates are based upon the 
Secretary of Labor’s determination of the prevailing 
wage rates in the locality of the work, contractors bidding 
or submitting proposals for negotiation upon construc- 
tion work for the Federal Government have apparently 
often used these wage schedules in estimating labor costs 


for the jobs. If a contractor should be obliged to pay 
more than the scheduled wage rates, under what circum- 
stances, if any, can he look to the United States for re- 
covery of his extra costs? 

Prevailing wage laws apply not only to construction 
contracts with the United States but also to certain con- 
struction financed by the United States and to certain 
other construction the financing of which is guaranteed 
by the United States.‘ The construction subject to these 
laws amounts to several billion dollars every year. More- 
over, the volume of this construction is likely to be largest 
in the years of intensified government and business ac- 

849 Srar. 1011 (1935), 40 U.S.C. § 276a (1952). 

4 National Housing Act, 53 Stat. 807 (1939), 12 U.S.C. § 1715c (1952) ; 
Hospital Survey and Construction Act, 60 Stat. 1040 (1946), 42 U.S.C. 
§ 29th (1952) ; Federal Airport Act, 60 Srar. 178 (1946), 49 U.S.C. § 1114(b) 
(1952) ; Housing Act of 1949, 63 Stat. 430 (1949), 42 U.S.C. § 1416 (1952) ; 
Revenue Act of 1950, 64 Srat. 972 (1950), 20 U.S.C. § 275 (1952) (Federal 


Aid for school construction) ; ; Defense Housing and Community Facilities and 
Services Act of 1951, 65 Stat. 307 (1951), 42 U.S.C. § 1592i (1952). 
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tivity when wage rates are rising and when the questions 
of liability may be vital to contractors. Thus, the prob- 
lem of liability is one of importance; consequently it has 
been litigated many times in the several available tri- 
bunals. 

Contractors may incur losses and the resultant ques- 
tions of liability may arise in either of two situations: 
First, when the scheduled wage rates do not accurately 
reflect the “prevailing wages” at the time the contract 
is executed, and second, when “prevailing wages” rise 
and during the course of the contract are determined by 
the Secretary of Labor to be higher than when the con- 
tract was executed. In both situations the contractor 
may find that he is obligated to pay higher wages than 
those contained in the specifications and higher than those 
he expected or could have been expected in estimating 
for the job; but in these two situations, despite some over- 
lapping, the legal theories upon which recovery is sought 
differ. 


SCHEDULED WAGE RATES INCORRECT AT TIME OF 
CONTRACT 


Often the contractor claims that the wage rates con- 
tained in the specifications inaccurately apprised him of 
the “prevailing wages” and that he is entitled to recover 
from the Government for misrepresentation. Such was 
the situation in United States v. Binghamton Construc- 
tion Co.° where Chief Justice Warren handed down one 
of his first opinions. There the sequence of events was 
as follows: On October 22, 1940, the business agent of 
the carpenters union wrote the Corps of Engineers’ office 
at Binghamton, New York, that on January 1, 1941, the 
wage rate for carpenters would increase from $1.00 to 
$1.125 an hour. On January 31, 1941, the Secretary of 
Labor furnished the Corps of Engineers with a minimum 


5 347 U.S. 171, 177 (1954), reversing 107 F. Supp. 712 (Ct. Cl. 1952). 
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wage schedule for the area giving the rate for carpenters 
as still only $1.00 per hour and for unskilled laborers as 
$.50 per hour. On March 4, 1941, the Secretary of Labor 
furnished to the Federal Works Agency a schedule of 
wages for the same area giving the rate for carpenters 
as $1.125 per hour and for unskilled laborers as $.55. 
The new wage schedule was not sent to the Corps of En- 
gineers. On March 29, 1941, the Corps of Engineers 
issued invitations for bids upon a flood protection project, 
and on May 14, 1941, the Corps accepted the plaintiff's 
bid. Both the invitation and the contract contained the 
$1.00 and the $.50 rates. The Court of Claims found 
that an investigation of wage rates by the contractor would 
have revealed that the prevailing wages were higher than 
those in the specifications, and likewise found that the 
Corps of Engineers could have ascertained that the Sec- 
retary of Labor had issued a new wage determination. 
Soon after beginning work the plaintiff requested addi- 
tional compensation from the Corps of Engineers on the 
basis that the wage rates in the contract specifications 
were less than those prevailing in the area. The Corps 
of Engineers denied the claim on the grounds that it 
lacked authority to question the correctness of the Secre- 
tary of Labor’s determination and that the contract merely 
required payment of wages at rates not less than those 
specified but made no representation as to the availability 
of labor or the actual wage scale prevailing in the area. 

The Court of Claims allowed recovery of $7,363.22, 
which represented the difference between wage costs for 
carpenters and laborers at the wage rates set forth in the 
contract and those at the rates set forth in the determina- 
tion of the Secretary of Labor for the Federal Works 
Agency. The court held that the Corps of Engineers had 
unintentionally misrepresented the prevailing wage rates 
determined by the Secretary of Labor and that the plain- 
tiff was entitled to rely on the specified wage schedule 
“as the Secretary’s /atest determination—as a representa- 
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tion of the wages it would have to pay when the work was 
to be done.” 

The Chief Justice, in reversing for a unanimous Court, 
found that the Davis-Bacon Act “confers no litigable 
rights on a bidder,” “was not enacted to benefit contrac- 
tors,” but was designed “to protect their employees from 
substandard earnings by fixing a floor under wages on 
Government projects.” He denied that the Corps of En- 
gineers had made any false representations as to the pre- 
vailing wage rates, since the contract refers only to “wage 
rates not less than those stated in the specifications” and 
never to “prevailing” rates and since a statute speaking 
of prevailing rates “cannot convert the contractor’s obli- 
gation to pay not less than the minimum into a Govern- 
ment representation that the contractor will not have to 
pay more.” He found also that the Act on its face was a 
minimum wage law, that the requirement of paying “not 
less than” the rates presupposes the possibility of paying 
more, and that, even assuming a representation of prevail- 
ing rates, the contractor was not justified in relying on 
these rates in computing his bid. 

The United States, like a private party, is liable for 
misrepresentation.*° The determination of its liability for 
misrepresentation when it erroneously states the prevail- 
ing wages in its specifications turns on the questions of 
whether the wage schedule in the specifications constitutes 
a representation and, if so, whether the contractor is en- 
titled to rely on the representation as an indication of the 
wages at which he will be able to obtain labor. 

The contract at issue in the Binghamton case nowhere 
spoke of the scheduled wage rates as those at which bid- 
ders could obtain labor and nowhere referred to them 
as “prevailing” rates. It did require the contractor to 
pay not less than those rates. It also gave the statutory 

6 United States v. Atlantic Dredging Co., 253 U.S. 1 (1920); Hollerbach v. 
United States, 233 U.S. 165 (1914); Arcole Midwest Corp. v. United States, 


113 F. Supp. 278 (Ct. Cl. 1953); Potashnick v. United States, 105 F. Supp. 
837 (Ct. Cl. 1952). 
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citation of the Davis-Bacon Act and indicated, somewhat 
awkwardly, that the rates of wages would apply in ac- 
cordance with the Act. As shown by the quotation above,’ 
this Act requires the Secretary of Labor to fix minimum 
contract wages based upon the wage rates “prevailing” 
in the locality. The Davis-Bacon Act is often referred 
to as the “Prevailing Wage Law.”* The construction 
industry generally is aware of the statutory basis upon 
which the minimum wages in federal construction con- 
tracts are determined and probably equates these mini- 
mum wages with the prevailing wages. However, the 
Chief Justice’s opinion is a decisive determination that 
these circumstances alone do not amount to a representa- 
tion of the wages at which labor will be available. The 
immediate and strongest impact of the language of the 
contract labor clauses and of the Davis-Bacon Act itself 
is not that the contractor will pay no more but that he 
shall pay no less. By whatever chain of reasoning the 
contractor may with plausibility connect these minimum 
rates with the wages at which he expects to obtain labor, 
these inferences are not representations by the United 
States. 

The Chief Justice’s opinion does not settle all issues 
on misrepresentation, for the question arises whether his 
holding is limited to contracts which make no mention 
of “prevailing wages,” in view of his emphasis when he 
stated, “Neither the contract nor the specifications refers 
to ‘prevailing’ rates. The contract speaks only of ‘wage 
rates not less than those stated in the specifications.’ ” ° 
In the leading Court of Claims case of Albert & Harri- 
son, Inc. v. United States, the specifications twice re- 
ferred to the schedule of minimum wage rates as those 
“determined by the Secretary of Labor . . . to be the pre- 

7 See note 3, supra. 

® Tyson, Prevailing Wage Determinations in the Construction Industry: 
Some Legal Aspects, 1952 Wis. L. Rev. 440. 

9347 U.S. 171, 177 (1954). 


1068 F. Supp. 732 (Ct. Cl. 1946), cert. denied, 331 U.S. 810 (1947); see 
also Irwin & Tditen v. United States, 115 Ct. Cl. 18, 43 (1949). 
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vailing rates of wages for the crafts specified to be em- 
ployed”; but a few days before the opening of bids the 
Secretary of Labor had increased the prevailing wage 
for bricklayers from the $1.50 per hour set forth in the 
specifications to $1.75. Spelling out its reasons for im- 
posing liability more explicitly, the Court of Claims then 
said: 
We recognize, of course, that the statute requires the payment 
of the determined rate as a minimum, and does not forbid the 
paying of a higher rate. But the rate determined to be the pre- 
vailing rate is, by hypothesis, the rate customarily paid, and the 
rate at which a contractor could expect to hire his labor. Here 
the claim of the bricklayers for $1.75 was based entirely upon the 
fact that the prevailing rate as determined by the Secretary of 
Labor was, in fact, $1.75. But the Government had represented 
that it was $1.50, and the plaintiff is entitled to recover because 
of the misrepresentation." 
Moreover, the regulations of the Secretary of Labor and 
the contract clause he has recently prescribed for con- 
struction contracts now require that his wage determina- 
tion itself be attached to the contract.” The covering 
page of these wage determinations recites: 


A study has been made of wage conditions in the locality and 
on the basis of information assembled by the Department of La- 
bor the wage rates listed on the attached schedule are hereby 
found to be prevailing rates of wages for the period indicated 
therein unless modified.** 
Language in the contracts similar to that above might 
still be held to constitute a representation in reliance on 
the Supreme Court’s emphasis on the absence of any 
designation of the wage rates as “prevailing.” Recently, 
however, without discussion, the Court of Claims failed 
to find that similar language distinguished the Bingham- 
ton case.** 
But the Court of Claims’ position as to misrepresenta- 


1168 F. Supp. 732, 734 (Ct. Cl. 1946). 

1229 Cope Fep. Recs. § 5.5 (Supp. 1953). 

13 U.S. Department of Labor, Office of the Secretary, Form SOL-123a (7-52). 
“en Bros. Const. Co. v. United States, 121 F. Supp. 640 (Ct. Cl. 
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tion does not turn entirely on the inference that the wage 
rates are prevailing. In the Binghamton case and to a 
lesser extent in the Albert & Harrison case that court 
took the position that the erroneous wage schedule mis- 
represented the Secretary of Labor’s latest and current 
wage determination. Such a misrepresentation would 
not require the wage rates to be described as “prevailing,” 
but only that the Secretary of Labor have made a later 
and higher wage determination. However, the Supreme 
Court in the Binghamton case, though not expressing it- 
self on this theory, obviously felt such a representation 
did not result in liability. 

The inclusion of erroneous rates in the wage schedules 
in the Binghamton and Albert & Harrison cases occurred 
principally because of the lapse of time between the de- 
termination of wage rates by the Secretary of Labor and 
the execution of the construction contract containing 
these rates. During this interval the prevailing wages 
had risen, and the Secretary of Labor had made a new 
determination of higher rates. The construction agency 
had failed to keep the wage determinations current. 
When construction is active and wage rates are rising, 
it will not infrequently occur that during as short an in- 
terval as a few months one or more of the score or so of 
wage rates in the schedule has increased. The Court of 
Claims decision in the Binghamton case would oblige the 
procuring agency, at least where the agency had notice 
from some source that wage rates were going up, to verify 
the Secretary of Labor’s rates before incorporating them 
in the contract. The Secretary of Labor has now set forth 
the duties of contracting officers with regard to includ- 
ing the latest wage determinations in contracts. His 
Regulations Part 5 provide that a wage determination be- 
comes obsolete after ninety days and must be renewed 
and that all modifications must be included except those 
received later than five days before bid opening when 
the award is made within thirty days of bid opening and 
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within ninety days of the date of the determination.” 
Obtaining a new wage determination after ninety days 
would have prevented the inclusion of erroneous wage 
rates in the Binghamton and Albert & Harrison cases. 
But the regulations themselves countenance a misrepre- 
sentation in providing that modifications received in the 
last five days before bid opening need not be included 
when the award is made within ninety days of the wage 
determination and within thirty days of bid opening. 
This five day grace period is an administrative necessity, 
for in most instances it would be impossible to get an 
addendum on the bidding data to all prospective bidders 
in time for the opening of bids in less than five days. It 
is submitted that the Secretary of Labor’s regulation pro- 
viding for this five day interval amounts to a blanket de- 
termination that no wage modification received in that 
interval is a determination applicable to contracts which 
are set for bid opening within that time so that there is 
no misrepresentation of the applicable wage rate. Of 
course, a bidder estimating wage costs on the lower, obso- 
lete rate may still suffer a loss. The fact that new deter- 
minations made within this five day period will not ap- 
pear in the wage schedule militates against reliance on 
the schedule in estimating labor costs. 

To prevent claims of misrepresentation, the procuring 
agencies have attemped by express contract provision to 
place the responsibility for estimating wage costs upon 
the bidders. The invitation to bids in the Binghamton 
case provided: 

Investigation of Conditions.—Bidders are expected to visit the 
locality of the work and to make their own estimates of the fa- 
cilities needed, the difficulties attending the execution of the pro- 
posed contract, including local conditions, availability of labor, 
uncertainties of weather, and other contingencies. . . .7* 
The phrase “availability of labor” would include avail- 
ability at various wage rates. However, the Court of 


1529 Cope Fep. Recs. §§ 5.3-5.4 (Supp. 1953). 
16 United States v. Binghamton Construction Co., 347 U.S. 171, 173 (1954). 
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Claims, in line with earlier decisions in analogous 
situations,” held that an admonition to investigate does 
not relieve from a positive misrepresentation. Other gov- 
ernment agencies have made the warning more explicit: 
Attention of bidders is invited to the fact that the foregoing wage 
rates are the minimum hourly rates required by the specifications 
to be paid during the life of the contract. Bidders are advised to 
inform themselves as to local labor conditions such as the length 
of the workday and workweek, overtime compensation, health 
and welfare contributions, available labor supply and prospective 
changes or adjustments of wage rates in the areas concerned 
which might affect operations under the contract.’* 
And government contracts have sometimes contained pro- 
visions expressly denying liability for paying more than 
the specified wage rates." Such explicit provisions, at 
least when brought to the bidder’s attention alongside or 
with the same typographical prominence as the wage 
schedule itself, should suffice to warn the bidder that he 
cannot rely on the specification wage schedule for labor 
costs. 

Even assuming that the language of the contract is such 
that a representation can be found, are bidders entitled 
to rely upon the scheduled rates as the wage rates at which 
they will be able to employ labor? The Supreme Court’s 
opinion indicates that they are not, for the Court said: 

. [E]ven assuming a representation by the Govern- 
ment as to the prevailing rate, respondent’s reliance on 
the representation in computing its bid cannot be said 
to have been justified.”** On the other hand, the De- 
partment of Labor plainly equates the contract minimum 
wage rates with the wages actually to be paid. Its form 
“Request for Determination,” upon which federal agen- 


17 United States v. Atlantic Dredging Co., 253 U.S. 1 (1920); Hollerbach v. 
United States, 233 U.S. 165 (1914); Arcole Midwest Corp. v. United States, 
113. F. Supp. 278 (Ct. Cl. 1953). 

18 Worth D. Kenyon Construction Co., ASBCA No. 1340 (1953). 

19 See clauses in contracts in United States v. Beuttas, 324 U.S. 768 (1945) ; 
Kirchhof v. United States, 102 F. Supp. 770 (Ct. Cl. 1952) ; A. J. Paretta Con- 
tracting Co. v. United States, 109 Ct. Cl. 324 (1947), cert. denied, 333 U.S. 
832 (1948); George A. Fuller Co. v. United States, 63 F. Supp. 768 (Ct. Cl. 
ae) F Leslie L. LeVeque v. United States, 96 Ct. Cl. 250 (1942). 

nited States v. Binghamton Construction Co., 347 U.S. 171, 178 (1954). 
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cies now request the Secretary of Labor to make a deter- 
mination of wage rates for incorporation in the contracts, 
recites: “Request is hereby made for the determination 
of the wage rates to be paid laborers and mechanics on 
the work described below.”* (Emphasis added.) And 
during World War II and recent periods of wage sta- 
bilization, the Davis-Bacon minimum rates and the wage 
stabilization maximum rates were integrated so that they 
usually were the same and were the rates actually paid 
all workers.” 

Of some weight in determining whether bidders may 
rely upon the scheduled wage rates in estimating labor 
costs is the question of whether Congress in enacting the 
Davis-Bacon Act contemplated that use of the schedules. 
Schedules listing minimum wage rates as determined by 
the Secretary of Labor were required to be inserted in 
government construction contracts by the 1935 amend- 
ments. So far as the testimony of the hearings indicates, 
this change was made so that contractors would be cer- 
tain of the minimum rates they would be required to pay 
and would not have misunderstandings with contracting 
officers and the Department of Labor.” It also appears 
that a few contractors had made a practice of paying less 
than the prevailing wages (without penalty and without 
obligation to make up the deficiency to the workers) un- 
til the Secretary of Labor determined that higher wages 
prevailed.* No contractors came forward to ask assis- 
tance in determining the wage rates at which they would 
be able to hire labor. 

With this background, it is surprising to find in both 
the House and Senate Reports on the 1935 amendments 
the following listed as one of their purposes: “To pro- 


21Form DB-11 (Rev. 7/52). 

22 Tyson, Prevailing Wage Determinations in the Construction Industry: 
Some Legal Aspects, 1952 Wis. L. Rev. 440, 457 

23 Hearings before Subcommittee of the Committee on Education and Labor, 
pursuant to S. Res. 228, 73d Cong., 2d Sess. 168, 180, 331, 344 (1934). 

24 Sen. Rep. No. 1155, 74th Cong., Ist Sess. 2 (1935), and identical H.R. 
Rep. No. 1756, 74th Cong., Ist Sess. 2 (1935). 
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vide for a predetermination of the prevailing wage on 
contracts so that the contractor may know definitely in 
advance of submitting his bid what his approximate la- 
bor costs will be.” * Of course, the wage schedule is only 
one factor in labor costs—the time required to accom- 
plish the work is another and perhaps more important 
factor—and the schedule fixes only the minimum rates, 
so that it is difficult to see how the predetermination can 
approach allowing the contractor to know “definitely in 
advance” even “what his approximate labor costs will 
be.” That the Department of Labor believes the wage 
schedules will be of such assistance to contractors is plain 
from Secretary of Labor Perkins’ letter to Congress urg- 
ing the extension of the Davis-Bacon Act to Alaska and 
Hawaii on the ground that the Department had received 
inquiries from contractors contemplating construction in 
these territories as to prevailing wages.” She went on 
to say that the minimum wage schedule “provides bid- 
ders with an equal basis upon which to figure labor costs 
and prevents the securing of Federal contracts by unfair 
competition in labor costs.” 

These quotations indicate that among the reasons urged 
by the Secretary of Labor in proposing to Congress that 
it include wage schedules in contracts was the elimination 
of competition in regard to wages by means of furnishing 
contractors with wage rates for construction labor. That 
purpose would be completely accomplished only if the 
“prevailing” wages inserted in the contract as the mini- 
mum wages are in fact the wages actually paid and are 
determined at the highest rate paid any significant por- 
tion of the workers. If prevailing wages are not so de- 
termined, the employer paying the higher rates would 
be at a competitive disadvantage in bidding against an 
employer paying lower rates. It may also be surmised, 
though neither the Congressional hearings nor the re- 


25 [bid.; see also 79 Conc. Rec. 12073 (1935). 
26 Sen. Rep. No. 1550, 76th Cong., 3d Sess. 1 (1940) to accompany S. 3650. 
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ports give any indications to support the surmise, that 
the sponsors desired to suggest some benefit to contractors 
in their legislation. This legislative history casts doubt 
on the Chief Justice’s assertion that the Davis-Bacon Act 
“was not enacted to benefit contractors.” The Act was at 
least enacted in part to benefit those contractors who were 
paying higher wages by removing their competitive dis- 
advantage; further, the Department of Labor would con- 
tend that it was enacted to benefit all contractors by fur- 
nishing wage information. 

Of even more importance in determining whether bid- 
ders may rely upon the scheduled wage rates in estimating 
labor costs is the question of whether the Secretary of 
Labor’s method of determining the prevailing wages is 
such that contractors could reasonably expect to base their 
labor costs upon such rates. In determining prevailing 
wages the Secretary of Labor still follows Regulations 
No. 503 issued by Secretary of Labor Frances Perkins 
in 1935, which sets forth three standards to be used in 
the following order of preference: (a) the wage rate 
being paid to the majority of those employed in the labor 
craft on similar projects; (b) if there is no majority rate, 
then the rate paid the greater number, provided that num- 
ber constitutes thirty percent of those employed; (c) if 
less than thirty percent receive the same rate, then the 
average rate. Obviously, the rate paid the majority or 
thirty percent of the workers could be a low or a medium 
rate, so that as many as seventy percent of the workers 
could be paid more than the prevailing rate. And the 
average rate, unless the wage distribution pattern is badly 
skewed, will have approximately as many workers re- 
ceiving more than the average as receive less. An em- 
ployer coming into a tight labor market with a new proj- 
ect should expect to be obliged to pay higher rates than 
these in order to attract workers. Thus, in terms of the 
Regulations 503 method of determining wage rates, 


2729 Cope Fep. Recs. §§ 1.1-1.20 (1949). 
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thoughtful bidders should be put on notice that they 
might be obliged to pay more than the minimum rates. 
Moreover, the regulations suggest a statistical precision 
in the determination of prevailing wages that is certainly 
absent in the routine determinations. It would be im- 
practicable on the short thirty day notice of the initiation 
of a federal construction project” for the Secretary of La- 
bor to make such an investigation of the labor market in 
the locality of the project as to be able by mathematical 
calculation from wage statistics to fix for the scores of 
construction crafts the rate paid the majority of workers 
or the greater number or even the average. In fact, the 
Secretary of Labor apparently relies in many instances 
on a few quotations from labor unions and certain em- 
ployers, who are probably union employers, as to the rates 
being paid. Probably, the prevailing rate is most often 
the union rate, and the union rate is usually at or close 
to the highest common rate for the craft. In view of this 
practice, construction contractors probably regard the 
contract minimum wage rates as the union rates for the 
locality and feel satisfied that they will be able to obtain 
all needed labor at the union rates. Further, in many 
areas contractors feel that the Secretary of Labor’s “pre- 
vailing” rates are well above those at which they have 
been able and accustomed to hire all necessary labor.” 
The contractor’s assurance of being able to obtain labor 
at the contract minimum wage rates is increased by one 
of the factors taken into account by the Secretary of La- 
bor in determining the rates. The Davis-Bacon Act pro- 
vides that the Secretary of Labor shall determine the 
wage rates for similar work “in the city, town, village, 
or other civil subdivision of the State,” etc. This enum- 
eration suggests that the rates will be those for the county, 


28 The regulations (see note 15 supra) require federal agencies to request 
wage determinations thirty calendar days before advertisement of the speci- 
fications or the beginning of negotiations. 

29 Hearings before Subcommittee of the Committee on Education and Labor, 
pursuant to S.Res. 228 73d Cong., 2d Sess. 99 (1934); Worth D. Keyon Con- 
struction Co., ASBCA No. 1340 (1953), 
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a comparable government unit, or one of the smaller civil 
subdivisions listed. But the Department of Labor, with 
a flexibility comparable to that shown by it under the 
Walsh-Healey Act,” has gone much farther afield. Regu- 
lations 503 states that a referee determining prevailing 
wages need not include “Projects outside the county or 
other civil division in which the work is to be performed 
(unless there has been no construction of similar charac- 
ter in recent years, in which event the report shall cover 
wage conditions in the nearest large city).”* A Solici- 
tor of Labor has described how the area searched to de- 
termine prevailing wages for large and unique projects 
will be that from which the labor force will be recruited, 
even though the source be a hundred miles away.” The 
Secretary of Labor has fixed minimum wages in a county 
entirely upon the basis of wages paid in places in other 
counties, some not even adjoining, to the surprise and fi- 
nancial discomfiture of local contractors who thought 
they were familiar with local wage rates. 

The foregoing discussion indicates that the Department 
of Labor does consider that bidders may rely upon the 
minimum wage rates set forth in construction contract 
specifications as those at which the contractor will be able 
to obtain labor and, indeed, deliberately fixes the rates 
so that contractors will be able to do so. Although this 
Department of Labor position justifies reliance on wage 
schedules in figuring labor costs and tends to make the 
United States liable for misrepresentation, it in large 
measure eliminates competition regarding wage rates and 
in some measure furthers that Department’s objective of 
promoting the interests of labor by such means as raise 
wage levels. A contractor who can recover from the 
United States the increased costs of paying wage rates 
higher than those set forth in his specifications, when the 


30 Note, 21 Gro. Wasu. L. . 737 (1953). 
3129 Cope Fep. Recs. § 1.7 (1949). 
32 Tyson, Prevailing Wage | in the Construction Industry: 
Some Legal Aspects, 1952 Wis. L. Rev. 440, 449. 
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prevailing wage rates turn out to be higher, may be more 
likely to agree to his workers’ demands for higher wages. 

Although the Supreme Court in the Binghamton de- 
cision dealt a hard blow to the theory of misrepresenta- 
tion as a basis of recovery and left that doctrine with an 
uncertain future, the Court of Claims has persisted in 
looking for theories to justify contractors’ recovery. In 
Poirier & McLane Corp. v. United States, decided less 
than one month after the Supreme Court decision, the 
doctrine of mistake was applied. Here the plaintiff con- 
tracted July 14, 1943, to erect a flight hanger at a fixed 
price. Pursuant to the Davis-Bacon Act and the wage 
stabilization program the agreement required the con- 
tractor to pay “not less or more than” the specified “pre- 
vailing” rate of $.85 per hour for unskilled laborers. The 
agreement also stated “the contractor will be expected to 
make his own investigation and determine for himself 
both the availability of labor possessing the necessary skill 
and the rates of wages necessary to obtain the required 
quantity and quality thereof.” It also required the con- 
tractor, if he was unable to recruit labor at the predeter- 
mined rates, to request the Wage Adjustment Board for 
an increase and to agree to absorb the added costs. In 
August, 1943, the contractor found that $1.00 was being 
paid unskilled labor in the area and that he would have 
to pay this rate to obtain laborers. The contractor re- 
quested the United States to change the contract rate to 
$1.00 retroactively and refused to make a request for wage 
adjustment with the prerequisite agreement to absorb the 
added costs. It appears that the contractor paid $1.00 
per hour to laborers and was even required by the Gov- 
ernment to pay $1.00 per hour to laborers. On October 
28, 1943, the Secretary of Labor determined that, due to 
inadvertance, the wage rates were not modified, as they 
should have been on June 15, 1943, and that the rate for 


33 120 F. Supp. 209 (Ct. Cl. 1954); on mutual mistake as to wage rates see 
also Birmingham Contracting Co., 1 CCH CCF 860 (BCA 1943). 
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unskilled laborers should have been $1.00. The Court 
of Claims found that the contractor had made an ade- 
quate and thorough investigation of labor conditions, that 
the Secretary of Labor’s inadvertence letter showed the 
specifications misrepresented the prevailing wage rates, 
and that, in any event, the parties contracted under mu- 
tual mistake of fact as to the prevailing wage rates and the 
contract should now be reformed to reflect the $1.00 wage 
rate. The Court distinguished the Binghamton case on 
the ground that here the contractor had made a thorough 
investigation of wage rates and that the contract specified 
maximum and minimum wage rates. The plaintiff had 
judgment for $19,901.08. 

With regard to misrepresentation, this case balances 
the elements. On the one hand, this contract spoke of 
“prevailing” wages and required the contractor to pay 
neither more nor less than the specified rates. Thus, if 
the contractor was entitled to rely on these rates, it repre- 
sented the prevailing rates and indicated that the contrac- 
tor not only would not but could not pay more. On the 
other hand, this contract also expressly required the con- 
tractor to investigate the wage rates necessary to obtain 
labor and provided a means for increasing the maximum 
rates, with the explicit requirement that the contractor 
agree to absorb the cost and not to claim against the Gov- 
ernment. Thus, it also plainly and conspicuously warned 
him that he might have to pay more than the specified 
rates at his own expense. It is difficult to see a purpose 
in investigation if the contractor could rely on the speci- 
fied prevailing rates in estimating wage costs. A prudent 
bidder, reading this provision for adjustment of wage 
rates at his own expense, would surely include some con- 
tingency allowance for increased wages in his bid price. 
Yet the Court of Claims allowed him to pass the whole 
cost to the United States. 

With regard to the doctrine of mistake, that theory 
would seem to lend no additional support for plaintiff's 
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recovery. If the specifications contain a misrepresenta- 
tion of prevailing wages and if bidders are entitled to 
rely on such rates, then recovery can be had on the theory 
of misrepresentation. However, if the misapprehension 
of what wages will have to be paid to attract workers, 
even when induced by a misrepresentation, is not sufficient 
to justify recovery, it is difficult to see how the misappre- 
hension alone will be sufficient.* Misrepresentation is 
usually, and certainly here, an aggravating factor that 
tips the scales toward recovery in borderline situations 
of mistake. Moreover, a misapprehension as to a few 
cents per hour in the wages of one classification of work- 
ers, totalling $20,000 out of a contract price of almost 
one and a half million dollars, would not appear to be a 
mistake as to a fundamental of the bargain such as is or- 
dinarily required to justify relief for mistake.” Further, 
the parties had anticipated that the contractor might be 
obliged to pay more than the minimum-maximum rates, 
had established a procedure for changing those rates, and 
had provided that the change should be without cost to 
the United States. From the point of view of the per- 
sonnel of the procuring agency, the specified wage rates, 
whether minimum or minimum and maximum, are prob- 
ably regarded merely as regulatory requirements of other 
government agencies and not as elements in the business 
bargain between the parties. This is particularly true 
because the wage rates, which must be included in the 
contract without change, are fixed by the Department of 
Labor, except in rare cases, without consulting with the 
procuring agency. Procurement personnel naturally con- 
sider that the wages to be paid workers are strictly the 
concern of the contractor and that they are obliged only 
to ascertain that the contractor complies with the mini- 
mum or maximum requirements. They properly regard 

34 Witutston, Contracts §§ 1487, 1518, 1540 (1937); ResTaTEMENT, CoNn- 
Tracts, §§ 500, 476 (1932). 


85 Wittiston Contracts §§ 1544, 1490 (1937); RESTATEMENT, CONTRACTS 
§ 502 (1932). 
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as substantiating their position those clauses which place 
responsibility on the contractor for obtaining information 
on all factors affecting cost and those clauses which deny 
government liability for wage increases. Therefore, what- 
ever the contractor’s misapprehensions, they are at a loss 
to understand how the mistake can be mutual. 

The practice of the Department of Labor, as evidenced 
in the Poirter & McLane case,* of issuing so-called “ 
advertences” to correct its own errors in wage determina- 
tions even months after execution of the contract, deserves 
attention as another uncertainty in contract pricing. If 
the inadvertence is accepted by the procuring agency and 
embodied in the contract by change order, the contractor 
becomes entitled to an equitable adjustment for the in- 
creased cost. Even if not so accepted, the inadvertence 
becomes a vehicle by which the contractor can contend 
that the specifications misrepresented the prevailing 
wages or that the contract was executed on the basis of 
mutual mistake. However, the 1935 amendments to the 
Davis-Bacon Act required schedules of minimum wages 
to be set forth in the contract in a definitive form. The 
execution of the contract then makes these rates binding 
upon the parties by mutual agreement. With regard to 
these contractual rates neither the Government as a con- 
tracting party nor any agency of the Government con- 
cerned in a regulatory capacity would appear to be re- 
quired or empowered to make any corrections for after- 
thoughts. Any correction would appear to defeat the 
purpose of the 1935 amendments to set forth wage rates 
in the contract so that bidders and the successful con- 
tractor would know definitely in advance what minimum 
rates they would be required to pay. Unfortunately, “ 
advertences” sometimes do not seem to result from any 
spontaneous discovery of error by the Department of La- 
bor but from the importunities of contractors seeking 


36 See also Northwestern Engineering Co., 3 CCH CCF e. * re 1944) ; 
cf. Worth D. Kenyon Construction Co., ASBCA No. 1340 (1953). 
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justifications for price increases to cover higher wages 
or of unions seeking higher wages, whose pleas induce 
the Department of Labor to take a closer second look at 
the wage determination. 

Two points need to be made in concluding the discus- 
sion of misrepresentation and mistake. In the Bingham- 
ton case the Chief Justice states flatly: “. . . The correct- 
ness of the Secretary’s [of Labor] determination [of pre- 
vailing wages] is not open to attack on judicial review.” * 
This dictum speaks only of the “Secretary’s determina- 
tion”; but the suit involved the process of incorporating 
that determination in the contract, and a question arises 
whether the whole process of incorporating minimum 
wage schedules in construction contracts is not beyond 
judicial interference. The dictum has two sources: First, 
the Davis-Bacon Act, before the 1935 amendments, re- 
quired construction contracts to contain a stipulation 
merely that the contractor pay “not less than the prevail- 
ing rate of wages for work of a similar nature”; of neces- 
sity, to resolve disagreements, it also provided that the 
Secretary of Labor’s determination of prevailing wages 
should be “conclusive on all the parties.” Many lower 
court decisions under this earlier act held that the Secre- 
tary’s determination was conclusive * even though on the 
evidence in court it had little support.** These sources 
of authority do not today preclude review except as they 
establish a background of Secretary of Labor finality and 
as they suggest that the inclusion of a wage rate in the 


87 347 U.S. 171, 177 (1954). 


38 Gillioz vy. Webb, 99 F.2d 585 (5th Cir. 1938) ; United States v. W. S. Bar- 
stow. & Co., 79 F.2d 496 (4th Cir. 1935); United States vy. Morley Const. Co., 
17 F. Supp. 378, 389 (W.D.N.Y. 1936); United States for use of Boucher v. 
Murphy, 11 F. Supp. 572 (W.D. Mich. 1935); Alliance Construction Co. v. 
United States, 79 Ct. Cl. 730 (1934) ; Harris v. Owen, 180 Tenn. 492, 176 S.W. 
2d 812 (1944); modified by 180 Tenn. 497, 180 S.W.2d 727 (1944); A. W. 
Kutsche & Co. v. Keith, 169 Tenn. 399, 88 S.W.2d 454 (1935); A. W. Kutsche 
& Co. v. Anderson, 169 Tenn. 100, 83 S.W.2d 243 (1935); Steward v. A. W. 
Kutsche & Co., 168 Tenn. 133, 76 S.W.2d 315 (1934); cf. Texas Highway 
Com’n v. El Paso Bldg. & Const. Tr. Council, 149 Tex. 457, 234 S.W.2d 
857 (Tex. Sup. Ct. 1950). 


39 Gilbert Engineering Corp. v. United States, 82 Ct. Cl. 616 (1936). 
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contract makes it final by agreement and makes unneces- 
sary the statutory provision. However, if finality attaches 
to the determination because it is part of the contract 
agreed to by the parties, then finality attaches to the de- 
termination as it is written in the contract, including any 
changes or errors made during the incorporation. Second, 
the Supreme Court in Perkins v. Lukens Steel Co.” held 
that the fixing of minimum wages under the Walsh-Hea- 
ley Public Contracts Act was an executive responsibility 
in the internal administration of government procurement 
functions and was not subject to review at the behest of 
a contractor. This last line of reasoning carried to a 
“dryly logical extreme” would indicate that the courts 
may not look beyond the wage rates contained in the con- 
tract on the ground that their inclusion and their correct- 
ness are matters of internal administration of government 
procurement functions. That the courts are not, strictly 
speaking, reviewing the determinations but are merely 
imposing liabilities on the basis of common-law doctrines 
does not remove the onus of judicial interference in pro- 
curement administration, for the imposition of liability 
is a method of review and necessarily influences admin- 
istrative conduct. Even if the dictum against judicial re- 
view be narrowly limited to the Secretary’s determina- 
tion, review of the inclusion of the prevailing wage de- 
termination in contracts may still not be permissible be- 
cause the Secretary’s regulations prescribing how his 
determinations shall be included in contracts would seem 
to make the process of inclusion a part of his determina- 
tion. Therefore, Chief Justice Warren’s affirmation of 
the non-reviewability of the Secretary of Labor’s wage 
determinations is completely meaningful only if no lia- 
bilities are imposed for errors in wage rates in contracts. 
At the very least a wage determination of the Secretary 
of Labor accurately incorporated in the contract in ac- 


40 310 U.S. 113, 127 (1940); cf. Endicott Johnson Corp. v. Perkins, 317 
U.S. 501, 507 (1943). 
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cordance with his regulations should not be subject di- 
rectly or indirectly to judicial review. 

The second point to emphasize in connection with the 
Department of Labor’s efforts to eliminate unfair compe- 
tition in wage rates and the resultant possible imposition 
of liabilities upon the United States for misrepresentation 
and mistake is the reduction of the contractor’s own re- 
sponsibilities. The elimination of competition by fixing 
prevailing wage rates so that the contractor will be able to 
employ labor at these “minimum” rates perhaps inevitably 
involves some assumption of responsibility by the United 
States. Some contractors will be misled or mistaken as 
to their wage costs in reliance on the specified wage rates, 
will seek relief, and will obtain some success. To attain 
the goal of eliminating wage rates entirely as a competi- 
tive factor in bidding, contractors would have to accept 
the scheduled wage rates as the basis for estimating wage 
costs, and the United States would have to accept respon- 
sibility for the cost of all wage increases. In effect, the 
Government would be engaged in wage fixing and cost 
contracting. As the law operates today, the Court of 
Claims has, by elastic application of the doctrines of mis- 
representation and mistake, made the United States re- 
sponsible only for certain errors in wage schedules with 
regard to the wage conditions at the time of the contract 
and, as will appear in the following section, for a very 
few increases in wages which occur after the execution 
of the contract. To whatever extent liability is imposed, 
some responsibility for the contractor’s wage costs is borne 
by the United States. To that extent, the contractor’s 
responsibility for investigating labor conditions, for 
building up an organization of workers and a personnel 
policy, and for allowing for labor cost contingencies is 
diluted. 

With regard to this problem of contractor versus 
United States responsibility, it is interesting to contrast 
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the opposite approaches of the Davis-Bacon Act of 1931 
and certain proposed amendments of 1932. Prior to the 
1935 amendments, the Davis-Bacon Act required contrac- 
tors to agree merely to pay “not less than the prevailing 
rates of wages” with a final decision by the Secretary of 
Labor in event of disagreement. This stipulation not 
only referred to wages prevailing at the time of execution 
of the contract, but could also require the contractor to 
pay increases in prevailing wages occuring after execu- 
tion of the contract, and was apparently so interpreted.” 
Thus, the 1931 Act placed the entire responsibility upon 
the contractor: he had to determine for himself what the 
prevailing wages were and what they would be, both at 
the time of contracting and later during performance; 
he had to pay not less than prevailing wages, and had to 
face the risk that the Secretary of Labor in making a later 
determination of prevailing wages would find higher 
rates than he had anticipated. In contrast, a bill under 
consideration by the Congress in 1932 would have re- 
quired contractors to pay not less than the scheduled wage 
rates or any rates subsequently ordered by the Secretary 
of Labor, with a provision that the United States would 
pay the costs of any increases in the scheduled rates and 
the contractor would refund the savings from any de- 
creases in the rates. The provision for subsequent changes 
in the scheduled rates was struck from the bill in the 
House on the ground that it amounted to cost-plus con- 
tracting, would foster connivance between labor and con- 
tractors to increase wages at the expense of the United 
States, and would substantially increase the costs of public 
works.” This bill in its original form would have placed 
the whole responsibility upon the United States. The 
present Davis-Bacon law, providing for schedules of 
wage rates prevailing approximately at the time of execu- 

41 See Hearings, supra note 23, at 122-9, 168; United States v. W. S. Bar- 
stow Co., 79 F.2d 496, 498 (4th Cir. 1935); Alliance Construction Co. v. 


United States, 79 Ct. Cl. 730 (1934). ‘ 
4275 Conc. Rec. 12382-90 (1932); cf. Hearings, supra note 23, at 344 
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tion of the contract with no provision for changes, steers 
a middle course. 


HIGHER PREVAILING WAGES DETERMINED 
AFTER THE CONTRACT 


When the wage rates of the construction industry in 
the locality of federal construction increase after the exe- 
cution of the contract and when those increases are re- 
flected in the Secretary of Labor’s determination of higher 
prevailing wage rates, contractors will often be obliged, 
by union pressure or by the necessity of meeting the 
higher rates in order to hold their labor force, to pay 
those rates to their construction labor. The risks of 
higher wage rates, like the risks of higher material and 
equipment prices or of most other price contingencies, 
are normally assumed by fixed price contractors, and they 
cannot look to the Government for extra compensation.“ 
The few instances where the contract contains some sort 
of labor escalator clause or other provision for payment 
of the higher wage costs by the Government “ or where 
a statute expressly provides increased compensation for 
higher labor costs “ only emphasize the general rule of 
non-liability. However, in a few peculiar circumstances 
contractors have sought, sometimes successfully, extra 
compensation from the Government for increases in wage 
costs. 

Where government agents order the contractor to pay 
higher wage rates than those specified, the contractor has 
been allowed to recover.** Recovery has even been al- 
lowed when the order was mistaken or beyond the agent’s 


43 Winn-Senter Construction Co. v. United States, 75 F. Supp. 255, 259 (Ct. 
Cl. 1948); Walsh Bros. v. United States, 69 F. Supp. 125 (Ct. Cl. 1947); 
George A. Fuller Co. v. United States, 63 F. Supp. 768 (Ct. Cl. 1946). 

44 Joseph A. Holpuch Co. v. United States, 67 F. Supp. 945 (Ct. Cl. 1945) ; 
cf. New York Shipbuilding Co. v. United States, 65 Ct. Cl. 457 (1928); 
25 Comp. Gen. 695 (1946); 19 Comp. Gen. 568 (1939). 

45 McCloskey & Co. v. United States, 98 Ct. Cl. 90 (1942). 

46 Sunswick Corp. v. United States, 75 F. Supp. 221 (Ct. Cl. 1948), cert. 
denied, 334 U.S. 827 (1948); Dameron & Kenyon, Inc. v. United States, 
96 Ct. Cl. 133 (1942); cf. Beuttas v. United States, 77 F. Supp. 933 (Ct. Cl. 
1948). The Government also seems to have ordered the payment of higher 
wages in the Poirier & McLane case, note 33 supra. 
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authority on the ground it would be unrealistic in view 
of the severe penalties to expect contractors to disobey 
such orders.” Under the law of private contracts there 
might be some theoretical difficulty in justifying contrac- 
tual recovery for a unilateral order of one party not em- 
bodied in the contract by modification and perhaps not 
even accepted by the other except by obedience. But 
government construction contracts contain a “Changes” 
clause authorizing the contracting officer “by written 
order” to “make changes in the drawings and/or specifi- 
cations. . .”“* An order to pay higher wages is an or- 
der changing the minimum wage rates specified.” Thus, 
the payment of extra compensation for the increased costs 
resulting from compliance with such orders can be justi- 
fied under the “Changes” clause. This clause is also au- 
thority for the contracting officers and, on review, the 
heads of the departments through the boards of contract 
appeals, to grant relief. Failure to comply literally with 
the “Changes” clause, as for example by not obtaining a 
written order from an authorized government agent, may 
cause some difficulty; but even under such circumstances 
recovery under the clause can often be justified on the 


47 Winn-Senter Construction Co. v. United States, 75 F. p. 255 (Ct. C 
1948); A. J. Paretta Contracting Co. v. United States, 109 et "CL. 324 Gibay), 
cert. denied, "333 U.S. 832 (1948). 

48 Clause 3 “Changes” of Standard Form 23A “General Provisions (Con- 
struction Contracts)” prescribed by General Services Administration’s General 
Regulation No. 13 of March 19, 1953 [1 CCH GCR f 18,202 (1954)] reads: 
“The Contracting Officer may at any time, by a written order, and without 
notice to the sureties, make changes in the drawings and/or specifications of 
this contract and within the general scope thereof. If such changes cause an 
increase or decrease in the amount due under this contract, or in the time 
required for its performance, an equitable adjustment shall be made and the 
contract shall be modified in writing accordingly. Any claim of the Contractor 
for adjustment under this clause must be asserted in writing within 30 days 
from the date of receipt by the Contractor of the notification of change; Pro- 
vided, however, That the Contracting Officer, if he determines that the facts 
justify such action, may receive and consider, and adjust any such claim asserted 
at any time prior to the date of final settlement of the contract. If the parties 
fail to agree upon the adjustment to be made the dispute shall be determined 
as provided in Clause 6 [“Disputes”] hereof. But nothing provided in this 
clause shall excuse the Contractor from proceeding with the prosecution of the 
work as changed. Except as otherwise herein provided, no charge for any 
extra work or material will be allowed.” 

49 Sunswick Corp. v. United States, 75 F. Supp. 221 (Ct. Cl. 1948); Kirchhof 
v. United States, 102 F. Supp. 770 (Ct. Cl. 1952). 

50 Pope v. United States, 76 Ct. Cl. 64 (1932). 
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theory that the Government will be held to have done 
what it ought to have done and cannot hide behind the 
failure of its own agents to comply with the contract, or 
that some equivalent of the written order or excuse for 
not obtaining it exists, or that contractors cannot be ex- 
pected to look beyond the ostensible authority of govern- 
ment agents.” 

Determining whether the Government has ordered the 
payment of higher wages or has so far coerced such pay- 
ment as to amount to an order may be difficult. Where 
the order is a command of general application issued by 
the Government in its sovereign as distinguished from 
its contractual capacity, the Government will not be 
liable. Thus, the United States was not subject to the 
increased costs of its contractors’ compliance with an or- 
der for a forty-eight hour week with overtime during 
World War II.” Then too, orders of the wage stabiliza- 
tion authorities merely permit the contractor to pay 
higher wages, even though in practice labor’s insistence 
upon receiving the higher rates usually proves so explo- 
sive that the contractor must immediately comply.” The 
alleged order or coercion may be subtle, as for example, 
where a contracting officer, disturbed by a strike which 
is holding up the work, emphasizes to the contractor the 
Government’s need for early completion and points out 
that settlement at higher wages will enable the work to 
proceed. In this and similar situations, the answer to the 
question of whether the Government has ordered payment 
is not an easy one. 


51 Schaefer and Company, ASBCA No. 917 (1952); Thomas C. Brown 
(BCA Sa 736 (BCA 1943) ; Ullman Bros., Inc., 4 CCH CCF J 60,172 

52 Alger Rau, Inc. v. United States, 75 F. Supp. 246 (Ct. Cl. 1948) ; Clemmer 
Construction Co. v. United States, 71 F. Supp. 917 (Ct. Cl. 1947) ; But cf. 
Beuttas v. United States, 77 F. Supp. we (Ct. Cl. 1948). 

58 Kirchhof v. United States, 102 F. Supp. a gs Cl. 1952); Irwin & 
Leighton v. United States, 115 Ct. Cl. 18 (1949) ; 25 Comp. Gen. 695 (1946) ; 
Appeals of Gerwick-Morrison-Twaits, ASBCA Now. 130, 132, 133 (1952) : 
o> J. Paretta Contracting Co. v. United States, 109 Ct. Cl. 324 1947), cert. 

d, 333 a 832 get But cf. Sunswick Corp. v. United States, 75 F. 
Supp. 221, 223 (Ct. Cl. 1948). 
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In some instances the “Changes” clause may be the 
vehicle for additional payment to a contractor where 
there has been no order or pretense of an order. Recently, 
the Comptroller General directed that a change order be 
issued both fixing higher minimum wages in the contract 
specifications and paying the contractor additional com- 
pensation to cover the cost of the increase.“ Here, the 
contract mistakenly contained a wage determination 
which was obsolete because it was more than ninety days 
old, and the Comptroller General decided that the con- 
tracting officer in order to comply with the regulations 
of the Secretary of Labor must correct the contract. 
Likewise, the boards of contract appeals have, in several 
instances where the contracts contained what they felt 
to be erroneous schedules of wage rates, ordered the con- 
tracts amended to show the correct rates and extra com- 
pensation paid to cover the cost even though there was 
no reliance on the “Changes” clause.” If one is to ad- 
here strictly to this theory, it follows that where the order 
increasing the minimum wages is not actually issued 
until after part of the contract work is performed, the 
extra compensation should be limited to the increased 
costs of paying the higher rates subsequent to and in con- 
sequence of the order. If economic conditions rather than 
the order caused the payment of the higher wages, then 
the extra compensation resulting from the order might 
be little or nothing.” ‘These last cases have arisen where 
the contract wage schedule was erroneous when incor- 
porated into the contract so that the fact circumstances 
fall within the area discussed where wage rates were in- 
correct at time of contracting. 

Although the increased costs of paying higher wages 


- Comp. Gen. Dec. No. B-106987, May 8, 1953, 2 CCH GCR f 61,482 
(1954). 
55 tenes Engineering Co. 3 CCH CCF 10 (BCA 1944); Blauner 
Construction Co., 4 CCH CCF J 60,114 (1946); Bridgeman, BCA No. 838, 
Austin, Dicest oF DEcISIONS OF THE ARMY BoarD oF CoNTRACT APPEALS 
1942-50, 36 (1951). . 

56 Winn-Senter Construction Co. v. United States, 75 F. Supp. 255, 259 
(Ct. Cl. 1948). 





276 THE GEORGE WASHINGTON LAW REVIEW 


resulting from economic conditions are usually indisput- 
ably the responsibility of fixed-price contractors,” con- 
tractors have sometimes sought recovery where govern- 
ment activity was responsible for the increases. Thus, 
contractors who had been able to employ laborers at the 
minimum wages specified have unsuccessfully sought re- 
covery of the increased wage costs made necessary in 
order to keep their workers in the face of the attractions 
of higher wages paid by nearby cost-plus-fixed-fee con- 
tractors.” A more usual case is that of the contractors 
who have been successfully manning their jobs at the 
minimum wages specified but who find that the Secretary 
of Labor has fixed higher minimum wages for fixed-price 
contracts in the immediate vicinity. These contractors 
quickly discover that they too must pay the higher min- 
imum wages or lose their workers to the other jobs. They 
may feel that the Secretary of Labor had no justification 
for increasing the minimum wage since their success in 
manning the jobs at the lower wage showed that this wage 
still prevailed. The Secretary of Labor, however, may 
perhaps decide that the new jobs exhaust the labor supply 
in the immediate area and require looking farther afield 
for workers in nearby cities where wage rates are higher. 
The contractors with the fixed price contracts at the lower 
minimum wage rates find that the unexpected necessity 
of paying the higher wage rates causes serious losses. 
The Comptroller General and the Armed Services 
Board of Contract Appeals® have denied recovery to 
such contractors. 

The Court of Claims had at one time shown some dis- 
position to sympathize with contractors thus squeezed 
between a fixed-price contract and a government caused 
higher wage rate and to allow recovery on the ground 


57 See note 43 supra. 

58 Standard Accident Ins. Co. v. United States, 59 F. Supp. 407 (Ct. Cl.), 
cert. denied, 326 U.S. 729 (1945); 20 Comp. Gen. 418 (1941). 

5920 Comp. Gen. 448 (1941). 

60 Worth D. Kenyon Construction Co., ASBCA No. 1340 (1953). 
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that the Government violated an implied contractual ob- 
ligation not to interfere with or make more costly the 
performance of work by its contractor." However, the 
Supreme Court reversed the Court of Claims in one of 
those decisions which allowed recovery by the contrac- 
tor in an unusual situation that was perhaps as favorable 
to the contractor’s claims as could be imagined. In 
United States v. Beuttas * the Government had contracted 
for the foundation of a public housing project specifying 
certain rates for carpenters. The Government delayed 
commencement of the foundation work until after the 
advertisement of work for the superstructure at a higher 
rate for carpenters. The foundation carpenters in viola- 
tion of a union agreement promptly demanded the higher 
rate specified for the superstructure carpenters, and the 
foundation contractor was obliged to pay that higher rate 
to keep his carpenters on the job. Although the contract 
expressly provided that claims for increased wage rates 
would not be entertained, the Court of Claims allowed 
recovery on the ground that the Government had 
breached an implied obligation not to hinder or increase 
the costs of the contractor’s performance. The Supreme 
Court, in reversing, held that the Government did not 
cause the increased wage costs and could not have ex- 
pected that fixing a higher wage rate on the superstruc- 
ture would breach existing employment arrangements. 
The peculiar circumstances of the Beuttas case, where 
two contractors working side by side on the same project 
find different minimum wage rates in their contracts so 
that the contractor with the lower rates is obliged to meet 
the higher rates of his fellow, may not be too unusual. 
If in the course of construction the contracting officer 
finds it necessary to make changes or additions beyond 


61 Beuttas v. United States, 101 Ct. Cl. 748 (1944), rev'd by 324 U.S. 768 
(1945), followed in York Engineering and Construction Co. v. United States, 
62 F. Supp. 546 (Ct. Cl. 1945); cf. White v. Mullen, 25 Wash. 2d 239, 170 
P.2d 322 (1946). But cf. Leslie L. LeVeque v. United States, 96 Ct. Cl. 250 


(1942). 
62 324 U.S. 768 (1945), reversing 101 Ct. Cl. 748 (1944). 





278 THE GEORGE WASHINGTON LAW REVIEW 


the scope of the original contract, he often should obtain 
a later and perhaps higher wage determination for that 
new work. If a higher wage determination is obtained, 
the same contractor may find himself operating on the 
Same site under two contracts with different wage rates. 
If he is obliged to pay the higher rate on all his work, 
he might then claim additional compensation. However, 
subsequent to the Beuttas case, the Court of Claims has 
suggested that such a contractor cannot recover.” 


CHANNELS FOR ADJUDICATION OF CLAIMS 


A contractor seeking to recover from the United States 
for the costs of paying higher wage rates than those set 
forth in his contract specifications has several channels 
for relief. It is worth while to explore the problems and 
attitudes of the agencies responsible for decisions in each 
of these channels. 

The contractor may seek relief through his contracting 
officer and the head of the government department by 
appeal under the “Disputes” clause of his contract.“ Con- 
tracting officers can only disburse moneys to pay extra 
costs in accordance with the terms of some provision of 
the contract, and their refusal to disburse can ordinarily 
be reviewed only by the head of the department under the 


68 See Sunswick Corp. v. United States, 75 F. Supp. 221, 224 (Ct. Cl. 1948). 

64 Clause 6 “Disputes” of Standard Form 23A “General Provisions (Con- 
struction Contracts)” prescribed by General Services Administration’s General 
Regulation No. 13 of March 19, 1953 [1 CCH GCR J 18,202 (1954)] reads: 
“Except as otherwise provided in this contract, any dispute concerning a ques- 
tion of fact arising under this contract which is not disposed of by agreement 
shall be decided by the Contracting Officer, who shall reduce his decision to 
writing and mail or otherwise furnish a copy thereof to the Contractor. Within 
30 days from the date of receipt of such copy, the Contractor may appeal by 
mailing or otherwise furnishing to the Contracting Officer a written appeal 
addressed to the head of the department, and the decision of the head of 
the department or his duly authorized representative for the hearings of such 
appeals shall, unless determined by a court of competent jurisdiction to have 
been fraudulent, arbitrary, capricious, or so grossly erroneous as necessarily 
to imply bad faith, be final and conclusive: Provided, That, if no such appeal 
to the head of the department is taken, the decision of the Contracting Officer 
shall be final and conclusive. In connection with any appeal proceeding under 
this clause, the Contractor shall be afforded an opportunity to be heard and 
to offer evidence in support of his appeal. Pending final decision of a dispute 
hereunder, the Contractor shall proceed diligently with the performance of 
the contract and in accordance with the Contracting Officer’s decision.” This 
clause may soon be modified to set forth the effects of Pub. L. No. 356, 83d 
Cong., 68 Stat. 81 (1954); compare § 7-103.12 of the Armed Services Pro- 
curement Regulations, 2 CCH GCR {| 29,363 (1954). 
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terms of the “Disputes” clause. In the usual case the only 
provisions of the contract which might authorize pay- 
ments are the previously discussed “Changes” clause,” 
under which the contracting officer by written order may 
“make changes in the drawings and/or specifications” of 
the contract subject to a claim of the contractor for an 
“equitable adjustment” in the price or time of completion, 
and the “Changed Conditions” clause * under which the 
contractor may obtain an “equitable adjustment” for 
changed or unknown conditions. Both of these clauses 
refer to the “Disputes” clause for settlement “if the 
parties fail to agree upon the adjustment.” In the case of 
the armed services, appeals from the contracting officer 
go to the Armed Services Board of Contract Appeals or 
its predecessors which have rendered written opinions on 
several claims of this nature. Decisions of the War De- 
partment Board of Contract Appeals and of the Armed 
Services Board of Contract Appeals have held that a claim 
for higher wage costs is not a dispute of fact within the 
meaning of the “Disputes” clause. The earlier board 
stated that claims for increased wage costs are in the na- 


65 See note 48 supra. 

66 Clause 4 “Changed Conditions” of Standard Form 23A “General Pro- 
visions (Construction Contracts)” prescribed by General Services Administra- 
tion’s General Regulation No. 13 of March, 1953 pi CCH GCR 18,202 (1954) ] 
reads: “The Contractor shall promptly, and before such conditions are dis- 
turbed, notify the Contracting Officer in writing of: (1) subsurface or latent 
physical conditions at the site differing materially from those indicated in this 
contract, or (2) unknown physical conditions at the site, of an unusual nature, 
differing materially from those ordinarily encountered and generally recognized 
as inhering in work of the character provided for in this contract. The Con- 
tracting officer shall promptly investigate the conditions, and if he find that 
such conditions do so materially differ and cause an increase or decrease in 
the cost of, or the time required for, performance of this contract, an equitable 
adjustment shall be made and the contract modified in writing accordingly. 
Any claim of the Contractor for adjustment hereunder shall not be allowed 
unless he has yan notice as above required; provided that the Contracting 
Officer may, if he determines the facts so justify, consider and adjust any 
such claim asserted before the date of final settlement of the contract. If 
the parties fail to agree upon the adjustment to be made, the dispute shall be 
determined as provided in Clause 6 [‘Disputes’] hereof.” 

Prior to March, 1953, this clause read as follows: “Should the Contractor 
encounter, or the Government discover, during the progress of the work, sub- 
surface or latent conditions at the site materially differing from those shown 
on the drawings or indicated in the specifications, or unknown conditions of an 
unusual nature differing materially from those ordinarily encountered and gen- 
erally recognized as being inherent in work of the character provided for in 
the drawings and specifications, the Contracting Officer shall be notified before 
the existing conditions are disturbed. . . .” 
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ture of claims for damages and, in the absence of dele- 
gated authority, are beyond the power of the head of the 
department to settle and adjudicate.” The Armed Services 
Board of Contract Appeals held that claims for these 
costs are not disputes of fact because they are claims 
based upon misrepresentation, affording a right to relief, 
if at all, outside the terms of the contract.” Along these 
lines, boards of contract appeals have asserted lack of 
authority of department heads to waive vested contractual 
rights without receipt of valuable consideration“ and 
have found no authority to amend a fixed price contract 
to pay increased wages.” 

Thus, in the “Disputes” clause procedure, relief for 
increased wage costs must still be justified under some 
contract clause such as “Changed Conditions” or 
“Changes.” Under the “Changed Condition” clause the 
Armed Services Board of Contract Appeals has held that 
increased wage costs are not changed or unknown con- 
ditions since they are not latent physical conditions actu- 
ally existing unknown to the parties at the time of the 
contract.” The current clause is expressly limited to 
changed physical conditions. Under the “Changes” 
clause an order increasing contract minimum wage rates 
requires an equitable adjustment, which, one board has 
held, includes not only all costs of paying the higher 
wages plus social security taxes but also the costs of 
maintaining wage differentials.” But neither an author- 
ization from the Wage Stabilization Board to pay higher 
wages ™ nor increases in prevailing wages after execution 
of the contract which the contractor is obliged to meet “ 

6 Wikstrom, 1 CCH CCF 87 (BCA 1943). 

68 Worth D. Kenyon, ASBCA No. 1340 (1953). 

69 Birmingham Contracting Co., 1 CCH CCF 860 eA 1943). 

70 Broderick & Gordon, 1 CCH CCF 184 (BCA 1943). 

71 Gerwick-Morrison-Twaits, ASBCA Nos. 130, 132, 133 (1952); Worth D. 
Kenyon, ASBCA No. 1340 (1953). 

12 Sanders, 3 CCH CCF 1055 (BCA 1945). 

78 Gerwick-Morrison-Twaits, ASBCA Nos. 130, 132, 133 (1952). 

7 Kissell, 4 CCH CCF § 60399 (BCA 1947); "Inglehart, Caldwell & Scott, 


Inc., 3 CCH CCF 848 (BCA 1945); MacDonald, BCA No. 1307 (Austin, 
op. cit. supra note 55, at 47). 





i 2 eee ee ee, ae ae a 


LIABILITY OF THE U. S. UPON WAGE SCHEDULES 281 


are changes under this clause. However, as indicated 
earlier, the boards have in several instances held that 
where contract specifications contained apparently erron- 
eous schedules of wage rates, the contract must be 
amended to set forth the correct rates with extra com- 
pensation for the costs of the increases.” 

The contractor may also seek relief by filing a claim 
with the General Accounting Office under the Comp- 
troller General’s power to settle claims or demands by 
or against and to settle the accounts of the United States.” 
The Comptroller General has in several instances ruled 
on claims of the character discussed in this article. He 
early denied the claim of a fixed-price contractor for the 
increased costs resulting from competition for labor with 
a cost-plus-a-fixed fee contractor in the same area on the 
grounds that a fixed-price contractor assumes the risk of 
increased wage rates and that a government contracting 
officer cannot modify an existing contract without com- 
pensating benefits to the Government.” At about the same 
time, he denied a claim for the costs of meeting an in- 
crease in the prevailing wage rate for carpenters oc- 
curring two days after the execution of the contract on 
the ground that the Government was receiving no more 
than it contracted for.” In this opinion the Comptroller 
General said: “The Davis-Bacon Act . . . was not in- 
tended to guarantee to contractors that wage rates re- 
quired to be paid would not exceed certain rates nor 


75 See note 55 supra 

76 31 U.S.C. § 71 (1952) ; ; see Foster, The General Accounting Office and 
Government Claims, 16 J. Bar Ass’n D.C. 193, 275, 321 (1949). 

7720 Comp. Gen. 418 (1941). 

7820 Comp. Gen. 448 (1941). Other Comptroller General decisions dealing 
with additional compensation for increased wage costs are: 15 Comp. Gen. 290 
(1935) (contract required payment of higher rates only if increased in collec- 
tive agreement) ; 19 Comp. Gen. 568 (1939) (no price increase for new wage 
classification) ; 25 Comp. Gen. 695 (1946) (contract permitted increased com- 
pensation only for wage increases resulting from mandatory orders) ; 29 Comp. 
Gen. 40, 47 (1949) (contract specified minimum and maximum rates; no 
additional compensation authorized for increased wage rates paid following 
mutually agreed upon delay for weather) ; Comp. Gen. Dec. No. B-119, 373 of 
July 27, 1954 (contract erroneously specified a_wage rate too high; contractor 
not in violation for paying proper rate, and Government not entitled to price 
adjustment). 
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would the Government undertake in the contract to give 
such assurance.” One of the functions of the Comptroller 
General is to insure that the procurement agencies com- 
ply with the statutes and other legal requirements of 
government contracts. Thus, as already indicated, in a 
case where the contract contained incorrect wage rates 
because the wage determination used was more than 
ninety days old and was obsolete under the regulations 
of the Secretary of Labor, he directed the incorporation 
in the contract of the correct though higher wage rates 
with extra compensation for the contractor.” 

Two special considerations may influence adjudications 
on claims of this nature by the Comptroller General. 
The Comptroller General has indicated that as an arm 
of the legislative branch responsible for appropriations 
and in view of the inadequate presentation of all the cir- 
cumstances in litigated cases, he will not necessarily con- 
sider himself bound by the decisions of any court other 
than the Supreme Court and particularly not by those 
of the Court of Claims. Since the Supreme Court has 
often taken a less favorable view of the contractors’ claims 
than has the Court of Claims, this position could influ- 
ence the denial of relief. But the Comptroller General 
has also indicated that he may decline to render a de- 
cision on difficult and controversial legal and factual 
questions and leave the contractor to a judicial tribunal.” 
. The law on a contractor’s right to recover for paying 
wages above those specified may well be regarded as dif- 
ficult and controversial enough to warrant self-restraint 
in this area. 

A third channel of relief for the contractor is the Court 
of Claims. This court has plenary jurisdiction over con- 


79 See note 54 supra. 
80 31 Comp. Gen. 73 (1951); 30 Comp. Gen. 40, 45 (1950); 27 Comp. GEN. 
432 (1948); 14 Comp. Gen. 648 (1935). 


81 Comp. Gen. Dec. No. B-119376, June 28, 1954 (conflict between 5th 
Circuit and Court of Claims with regard to priority as between assignee bank 
and surety completing contract work). 
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tract claims against the United States.* Although the 
contracting officer’s or the head of the department’s de- 
cision is final under the “Disputes” clause of govern- 
ment contracts, that finality has not operated to defeat 
suits based upon higher wage costs in the Court of Claims 
because both contracting officers and department heads, 
as discussed heretofore, have dismissed these claims as 
calling for relief beyond their powers. Thus, the de- 
cisions of contracting officers usually are not final in this 
area. The rules developed in these Court of Claims 
cases have been in large part the subject of this article. 
The reader should note that the Court of Claims has sev- 
eral times taken favorable views of the contractors’ suits 
of this nature and has twice—in the Beuttas and the 
Binghamton cases— been reversed by the Supreme Court. 
The Court of Claims has exhibited a more sympathetic 
attitude than the Supreme Court toward the claims made 
by contractors, not only with respect to wage costs but also 
with respect to the government’s liability for delays dam- 
ages “ and the finality of the contracting officer’s decisions 
under the “Disputes” clause.” 

Mr. Chief Justice Warren’s opinion is the most im- 
portant recent pronouncement on the liability of the 
United States to construction contractors who are obliged 
to pay higher wages than those set forth in their speci- 
fications. However, his opinion does not solve all the 
problems which will continue to arise from World War 
II, from the Korean emergency, and in future periods 
when rapidly rising wage rates coincide with intensified 
construction activity. 


82 28 U.S.C. § 1491 (1952). 

83 Winn- wate Construction Co. v. United States, 75 F. Supp. 255, 260 (Ct. 
Cl. 1948); A. J. Paretta Contracting Co. v. United States, 109 Ct. Cl. 324, 
351 (1947), cert. denied, 333 U.S. 832 (1948); B-W Construction Co., 101 
Ct. Cl. 748, 770 (1944), rev'd on other grounds, 324 U.S. 768 too But cf. 
Alliance Construction Co. v. United States, 79 Ct. Cl. 730 (1934). 

84 United States v. Rice, 317 U.S. 61 (1942), reversing 95 Ct. Cl. 84; United 
States v. Howard P. Foley, 329 U.S. 64 (1946), reversing 105 Ct. CL. 161. 

85 United States v. Wunderlich, 342 U.S. 98 (1951), reversing 117 Ct. C1. 
92; United States v. Moorman, 338 by S. 457 (1950), reversing 113 Ct. Cl. 159; 
United States v. Holpuch, 328 U. S. 234 (1946), reversing 67 F. Supp. 945 
(Ct. Cl. 1945). 





THE BANKING SECRET AND ECONOMIC 
ESPIONAGE IN SWITZERLAND 


HERMINE HERTA MEYER * 


The provisions concerning the “banking secret” and 
“economic espionage” are part of the so-called secrecy 
laws by which Switzerland protects the sphere of privacy 
of individuals and organizations. These laws have be- 
come known to American government agencies seeking 
information on matters coming within the purview of 
those statutes and to American lawyers dealing with Swiss 
business interests. Most recently they have formed the 
basis for an appeal from a decision of the United States 
District Court for the District of Columbia in the Inter- 
handel case. That case involved an action by a Swiss 
holding corporation to recover assets seized by the Alien 
Property Custodian as enemy owned property. The plain- 
tiff had been required by court order pursuant to Rule 34 
of the Federal Rules of Civil Procedure to produce the 
records of plaintiff's subsidiary, the banking firm of H. 
Sturzenegger & Cie., which records were alleged to be in 
plaintiff's possession, custody, and control. After first 
resisting on the ground that disclosure would violate Swiss 
penal laws, the plaintiff later moved to reconsider the 
order to produce because the papers had been seized by 
the Swiss Federal Attorney in order to prevent the com- 
mission of a crime. The court ordered testimony before 
a special master on questions of fact and of Swiss law, 
especially whether the plaintiff had “in good faith ex- 
hausted all reasonable efforts to make possible the carry- 
ing out of the usual court procedures.” After elaborate 


* Dr. jur., University of Zurich, Switzerland; member of the Bars of the 
State of New York, of the District of Columbia and the United States Su- 
preme Court; member of the firm of Blair & Blair of Washington, D. C. 

1 Société Internationale pour Participations Industrielles et Commerciales v. 
McGrath, 11 F.R.D. 294 (D.D.C. 1951); Société, etc. v. McGranery, 14 F.R.D. 
44 (D.D.C. 1953); Société, etc. v. Brownell, 15 F.R.D. 83 (D.D.C. 1953); 
Case No. 12,140 U.S. Court of Appeals for the District of Columbia Circuit. 
sane H. L. Jones, International Judicial Assistance, 62 Yate L.J. 528 n. 38 
( d 
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testimony on the Swiss laws involved the special master 
found that there was a substantial legal basis for the seiz- 
ure under Swiss law and that the plaintiff had demon- 
strated good faith in its efforts to obtain production of the 
documents. In particular he found that the Sturzenegger 
bank could not have produced its records without incurr- 
ing criminal liability under Article 47 of the Swiss Bank- 
ing Act which makes it a crime for anyone to elicit, and 
for the bank to disclose, information contained in its rec- 
ords unless the customer whose secrecy rights would be 
affected consents to such disclosure. Additionally, he 
found that had the bank produced the records it would 
have violated Article 273 of the Swiss Penal Code which 
makes it a crime for anyone to elicit secret business infor- 
mation and to transmit it to a foreign official agency, or to 
a foreign organization or private enterprise. However, 
the court, disregarding the master’s findings, ruled that 
procedural matters are governed by the law of the forum 
and that the danger of incrimination in another jurisdic- 
tion or claim of foreign law or foreign privilege is not a 
valid excuse for a refusal to give testimony, and dismissed 
the action for failure to comply with the order to produce. 

One of the grounds for appeal invoked by the appellent 
was that the lawfulness of the discovery order under Rule 
34 is predicated upon a factual premise, namely the exist- 
ence of control over the evidentiary material sought to be 
produced, that absence of control would make such order 
unlawful, and that it should be irrelevant whether such 
absence of control was caused by loss, theft, conversion or 
destruction, or by foreign law. 

The court here, it seems, treated the situation as one of 
applicability of foreign law. Thus far, foreign law has 
found its entrance into American courts only where need- 
ed directly in the determination of substantive rights,’ and 


2 Swiss courts will apply foreign procedural law if required by treaty. See 
H. H. Meyer, Obtaining Evidence in Switzerland for Use in Foreign Courts, 
3 Am. J. Comp. L. 412 (1954). 
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the district court’s decision that foreign law cannot be 
considered in procedural matters because these are gov- 
erned by the law of the forum, is in accordance with the 
orthodox rule. What, however, are strictly procedural 
matters may sometimes be impossible to determine be- 
cause procedural matters often influence substantive 
rights. The classic example is the statute of limitations. 
Originally a “mere” procedural rule to preclude prosecu- 
tion of rights when so much time has elapsed that “mem- 
ories have faded, witnesses died or disappeared and evi- 
dence has been lost”,® the substantive nature of the statute 
of limitations is now recognized by many jurisdictions 
which give effect to foreign limitation of actions.‘ Does 
this not indicate that the entire question of foreign law 
and its relation to procedure should be reappraised? 

To the appellant, on the other hand, the problem does 
not present itself as one of applicability of foreign law at 
all. Rather it is seen as one of fact, namely the unobtain- 
ability of evidentiary material for reasons beyond the 
appellant’s control. 

The use of an assumption may not always be the best ap- 
proach, but sometimes it helps to visualize a situation 
more clearly. If it were assumed that the documents 
were in an iron curtain country, it is conceivable (in fact 
very likely) that the court might have accepted an assur- 
ance that the evidence was unobtainable, unobtainability 
of things from behind the iron curtain being almost a mat- 
ter of common knowledge. The problem then would never 
have reached the appellate level. Obviously there is a dif- 
ference when we are dealing with a democracy in which 
in principle information can freely be obtained. If evi- 
dence is unavailable from such a country, it calls for an 
explanation, and since a democracy is governed by law 
what can be the objection to permitting proof of foreign 
law for such purpose? 


3 Chase Securities Corp. v. Donaldson, 325 U.S. 304 (1945). 
4 See as an example Guaranty Trust Co. v. York, 326 U.S. 99 (1945). 





BANKING SECRET AND ECONOMIC ESPIONAGE 287 


As of the time of writing, the United States Court of 
Appeals for the District of Columbia has not yet ren- 
dered its decision. It is to be expected that this case will 
be carried to the Supreme Court because of the large 
amount of money involved (more than $100,000,000) un- 
less at an earlier time Congress decides to return to the 
original owners all property seized under the Trading 
with the Enemy Act. 

Quite aside from this case which serves here merely as 
an introduction to arouse the interest of American law- 
yers who are inclined to look at foreign law as “some- 
thing which never happens,” the problems raised therein 
remain of general interest so that a discussion of the Swiss 
statutes which caused the apparent difficulty is indicated. 


I 
THE BANKING SECRET 


The Swiss law recognizes as a general principle the 
right of each individual to a “sphere of secrecy” (Ge- 
heimsphare)° and it protects that right against publicity. 
Swiss terminology distinguishes between the “private per- 
sonality,” t.e., the person as an individual, and the “eco- 
nomic personality,” 1.e., the person, partnership, associa- 
tion, or corporation as an economic entity. The “economic 
personality” is likewise entitled to a “sphere of secrecy.” 
The private person’s “sphere of secrecy” includes his in- 
tellectual (incorporeal) existence, his health, his family 
life, and his financial affairs. It may be violated by wire 
tapping, by the disclosure of information of a confidential 
nature, by opening letters, and so forth. The “sphere of 
secrecy” of the “economic personality” comprises business 
secrets, such as sources of goods, names of customers and 
business organizations, and technical secrets which are not 
patentable or for which no protection by patents has been 


5 A. Egger, Kommentar zum Schweizerischen Zivilgesetzbuch, 2d ed., Zurich 
1930, Art. 26. 
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sought. Each “secret” is considered intangible property 
and its violation is an actionable tort under the general 
principles of Article 28 of the Civil Code and Articles 41 
and 49 of the Code of Obligations.° 

The “banking secret” has long been recognized as part 
of such “sphere of secrecy.” The banking secret is an obli- 
gation of the banks or bankers not to disclose any informa- 
tion about their clients which might come to their atten- 
tion in the course of their business. Up to 1935 there were 
no statutory provisions regulating the banking secret. It 
was based on usage and its violation subjected the banks 
only to civil liability for damages under the tort provi- 
sions just cited and for breach of contract since the courts 
ruled that a bank’s duty to observe silence about the affairs 
of its clients was an implied contractual obligation on the 
part of the bank, even if nothing was said in the contract.’ 

The new Banking Act, enacted on November 8, 1934, 
and effective since March 1, 1935,* extended statutory pro- 
tection to the banking secret. The motivation for the 
enactment of the Banking Act was the international bank- 
ing crisis in the early thirties which also spread to Switz- 
erland. It created a demand for close supervision of the 
Swiss banking institutions in order to safeguard against 
future catastrophes. The new Banking Act placed the 
banks under the supervision of a Federal Banking Com- 
mission ° consisting of five members appointed by the Fed- 
eral Council.” 

One of the most important innovations of the Banking 


6 Art. 28 of the Civil Code permits a person who is wrongfully injured in 
his personal affairs to sue for removal of the disturbance (similar to a cease and 
desist order) ; Art. 41 of the Code of Obligations makes liable in damage any 
person who, intentionally or negligently, causes damage to another; and Art. 
49 of the Code of Obligations gives a person wrongfully injured in his personal 
affairs a right to sue for money damage and, under certain circumstances, for 
other kinds of reparations. 

7 See Blatter fur ziircherische Rechtsprechung (ZR) 31 No. 1, affirmed by 
the Federal Tribunal by decision of December 16, 1930, in re Steffen v. Kon- 
kursmasse Wolfensberger. 

8 Bundesgesetz tiber die Banken und Sparkassen, 51 Amtliche Sammlung 
(AS) 117, as amended. 

® Eidgendssische Bankenkommission, Commission fédérale des banques. 

10 Bundesrat, Conseil fédéral (Switzerland’s highest executive authority). 
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Act is the annual audit by independent auditors." Its 
main purpose is to ascertain the exact financial status of 
the banks.” For that reason, the banks must give the 
auditors access to their books, vouchers, and other docu- 
ments, and any information the auditors may need to car- 
ry out their duties.** The auditors make their report to 
the Board of Directors, not to the shareholders, because 
of the business secrets which the report might contain.” 
Under certain conditions the auditors must inform the 
banking commission of violations of legal requirements or 
of situations which might endanger the security of the 
creditors.” Since this system of supervision and control 
to which the banks have been subjected by the new law 
gives the auditors and the commission considerable insight 
into the banks’ transactions, the act contains provisions to 
protect the banks from indiscretions on the part of the 
supervisory bodies. The auditors are prohibited from di- 
vulging any information they may have acquired, except 
to the directors of the bank and to the banking commis- 
sion.** In addition, the members of the Federal Council 
and of the banking commission, as well as the employees 
of their respective offices, are under a duty of secrecy with 
regard to all matters that come to their knowledge in the 
course of the enforcement of the banking act.” The act 
even attaches criminal sanctions to a breach of secrecy, a 
provision which is a novelty in the legal history of Switz- 
erland. The pertinent provision, Art. 47 of the Banking 
Act, reads as follows (in translation) : 


Whoever intentionally 


(b) in his capacity as an officer or employee of a bank, or as 
an auditor or his assistant, or as a member of the banking com- 


11 Art. 18 of the Banking Act. 

12W. Briihlmann, Kommentar zum Bundesgesetz Uber die Banken und 
Sparkassen, 1935, Article 19, N.2. 

13 Art. 19 par. 2 of the Banking Act. 

14 Briihlmann, op. cit. supra note 12, Art. 21 IV. 

15 Art. 21 par. 3 and 4 of the Banking Act. 

16 Art. 20 par. 5 of the Banking Act. 

17 Art. 23 par. 6 of the Banking Act. 
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mission, or as an officer or employee of its bureau, violates his 
duty to observe silence or professional secrecy; or whoever in- 
duces or attempts to induce a person to commit such an offense, 
shall be fined not more than 20,000 Francs, or shall be im- 
prisoned for not longer than six months, or both. 

If the offender acted negligently, he shall be fined not more 
than 10,000 Francs. 


The fact that the text of Article 47 uses the words “pro- 
fessional secrecy” tempted some authors of early publica- 
tions to maintain that thereby the banking secret had be- 
come a real professional secret, “un véritable secret pro- 
fessionnel.” ** The “professional secrecy” in Swiss termin- 
ology is the secrecy of the classical professions, namely, 
those of the clergy, the lawyers and the physicians. This 
“professional secrecy” has traditionally enjoyed greater 
legal protection than the business and the banking secrets. 
The use of that term in Article 47 of the Banking Act 
together with the introduction of criminal sanctions 
seemed to justify the conclusion that the legislature in- 
tended to guarantee the clients of a bank full protection 
against violation of their secrets.” 

Actually there was very little discussion of the banking 
secret in the debates of the Swiss legislative bodies. How- 
ever, there were various references made to the fact that 
the major purpose of Article 47 was to guard against “for- 
eign espionage.” * These statements were directed against 
the attempts of the Hitler regime to discover and repatri- 
ate funds held by Germans abroad. A considerable 
amount of Nazi spying had developed in Switzerland, 
and cases had been reported in which pressure was 
brought to bear on Swiss banks by foreign tax authorities 
to obtain the disclosure of German assets.” Probably for 


(sae especially CApiraIne, Lz SECRET PROFESSIONNEL DU BANQUIER, 32, 35 

19 Tbid. 

20 Sten. Bulletin, Standerat 1934, p. 269; Standerat 1935, pp. 220, 221; Na- 
tionalrat 1935, pp. 217-222; Bundesblatt 1935 I pp. 742, 744; Verwaltungsent- 
scheide der Bundesbehdrden, 10.Heft 157 (1936). 

21 Bundesblatt 1935 I 742, 745. 
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this reason the inducement, or attempted inducement, to 
violate the secrecy was made a distinct offense. 

It must also be borne in mind that the so-called espio- 
nage act (Spitzelgesetz) which later punished such activi- 
ties as “economic espionage,” ” was not yet in effect, and 
that previous legislative attempts (in 1922 and 1933) to 
guard against subversive activities had failed. They had 
been rejected by the voters in spite of the government's 
urgent recommendation for acceptance because they con- 
tained provisions which the Swiss citizens considered a 
serious threat to their individual liberties. It was there- 
fore understandable that the Swiss legislature would seize 
an opportunity to write into a new law provisions for the 
protection of their economy. This probably explains why 
otherwise very little was changed by the adoption of 
Article 47. 


The Duty to Testify 


As was to be expected, one of the first questions which 
arose after the adoption of the Banking Act was whether 
the banker or any of the other persons named in Article 
47 could be forced to testify. 

In Switzerland the trial of practically all cases takes 


place in the cantonal courts,” and the procedure before 


them is regulated by the cantonal procedural codes. Like 
other federal systems, Switzerland operates under the rule 
that federal law supersedes inconsistent state law. Ac- 
cordingly, some banks took the position that the new fed- 
eral secrecy provision in Article 47 did not permit the 
banks to testify and that it had deprived the cantons of the 
power to punish for a refusal on such grounds.“ How- 
ever, Articles 64 and 64°" of the Federal Constitution 
which conferred on the federal government authority to 
legislate in the field of civil and criminal law, expressly 


22 See the discussion infra and note 94. 
23 Equivalent to American state courts. 
24 See also CAPITAINE, op. cit. supra note 18, at 43 et seq. 
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reserved to the cantons the right to legislate on procedural 
matters. In an opinion of May 8, 1935, the Bundesan- 
waltschaft (Office of the Federal Attorney) stated that 
this had not been changed by Article 47 of the Banking 
Act and that the duty to testify is regulated by the pro- 
cedural laws of the cantons.” ‘The courts have consistent- 
ly supported this position and ruled that the duty of the 
banks to testify and to produce documents depends on the 
procedural laws of the cantons. 

Most cantons enumerate in their procedural codes the 
persons entitled to refuse testimony on the ground of pro- 
fessional secrecy. They usually mention priests, lawyers, 
doctors and their auxiliaries, but not bankers. In such 
cantons a banker must testify.**° However, these cantons 
practically always have special provisions with respect 
to business secrets, as does the canton of Zurich,” where 
it is within the discretion of the court to permit a witness 
not to disclose manufacturing and business secrets, so that 
the right of a banker to protect his client’s as well as the 
bank’s secrets may well depend on the feelings of a local 
judge. In some cantons, such as Bern, the procedural 
codes in general permit a witness to refuse to testify re- 
garding secrets which have been confided to him because 
of his office, profession or service, without enumerating or 
exemplifying these professions. In these jurisdictions a 
banker does not have to testify.” 

Where a bank is a defendant in a criminal action, it 
cannot claim exemption under Article 47 of the Banking 
Act, except concerning facts involving the interests of 
clients.” 


25 Verwaltungsentscheide der Bundesbehérden, 10.Heft 157 (1936). 

26 For instance, Ziirich, in re Keller, Obergericht, June 9, 1936, 34 Schweiz. 
Juristen Zeitung (SJZ) 235-6; Baselstadt, App. G. Feb. 23, 1940, 36 SJZ 303; 
Luzern, Ob.G. January 11, 1938, 37 SJZ 68; Solothurn Ob.G., October 27, 
1944, 42 SJZ 142. 

27 § 188 Code of Civil Procedure (ZPO) of the Canton of Zurich. 

28 Bern, Appellationshof, Sept. 15, 1938, in Flury v. Seiler, 1939 Zeitschrift 
des bernischen Juristenvereins (ZBJV) 154. 

29 67 SEMAINE JUDICIAIRE 282 (1945). 
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The Duty to Give Information 


The purpose of the banking secret is to protect the cli- 
ent, not the bank. Therefore, the client may ask the bank 
for any information concerning himself and may also per- 
mit the bank to give information to third persons. The 
position of a client’s successor in interest including his 
heir, however, does not seem clear. According to some 
cantonal decisions successors in interest may obtain infor- 
mation from the bank merely to the extent that they them- 
selves have an interest in that information which would 
not go beyond the last bank statement confirmed by the 
client. On the other hand, the Federal Tribunal has 
held in a decision of December 10, 1948, that the heir 
will take the place of the deceased client.” This decision 
was, however, in interpretation of a special statute which 
made the heir liable for evasion of special war taxes by 
the deceased and, as the Federal Tribunal pointed out, for 
that reason alone it was only fair to concede to the heir 
the same full right to demand information from the bank 
as the deceased client would have had. 

Since the banks handle international money transfers 
especially in connection with the export and import busi- 
ness, they often gain a comprehensive knowledge of their 
clients’ affairs. Conversely, detailed information on a 
client’s business transactions may give an outsider con- 
siderable insight into the affairs of the bank. Recently 
complaints have been voiced that the United States Gov- 
ernment has attempted to control and restrict the West- 
East trade through influence and pressure on banks by de- 
manding from them and also from individuals full infor- 
mation concerning purpose, place of destination, final 
addressee, and many other things in the case of export and 
transit of goods, and also in the case of payments in 


30 Chambre d’accusation of the Canton of Geneva, 67 SEMAINE JUDICIAIRE 
281 (1945) ; Luzern Appellationsgericht, decision of Sept. 15, 1938, 67 SEMAINE 
JUDICIAIRE 284 (1945). 

31 Jn re Aarg. Kantonalbank v. Rekurskommission des Kantons Bern, Ent- 
scheidungen des Schweiz. Bundesgerichts (BGE) 74 I 485, 493. 
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United States dollars.” Since the clients are forced 
through economic pressure to authorize the banks to give 
the required information, there is no violation of the 
banking secret. There has been criticism that through 
this device, a foreign power is permitted such close scru- 
tiny of Swiss economic conditions that it may impair the 
banks’ freedom to act and may even border on economic 
espionage.” 

International money transfers are to a great extent reg- 
ulated by international agreements. Switzerland adheres 
to the policy of free trade and has no currency regula- 
tions. But because of the foreign exchange controls 
adopted in the early thirties by a number of European 
governments and the ensuing restrictions on payments of 
foreign debts, the Swiss government found it necessary 
to enter into a series of clearing agreements regulating 
payments for exported and imported goods. Many acts 
adopted pursuant to these agreements impose on persons 
subject thereto and also on third persons a duty to give 
information to the Clearing Office on any matter relevant 
to the enforcement of these acts.** The question arose as 
to whether such “third persons” included banks. 

The Justice Division, in an opinion rendered on July 
14, 1936, with respect to the clearing agreement with 
Germany,” took the position that, in the absence of a spe- 
cial provision requiring a bank to give information to the 
Clearing Office, no such duty could be implied. The first 
act containing such a special provision was the Resolution 
of the Federal Council (Bundesratsbeschluss) of Febru- 
ary 22, 1946,° which authorized the Clearing Office to 
investigate assets alleged to have been taken from former 
owners in war occupied countries, and which expressly 
subordinated the professional secret and the banking se- 


32 * aan. Das Bankgeheimnis, 49 SJZ 333 (1953). 

33 at 

34 yee (BRB) of July 27, 1934, 50 A.S. 592; BRB of July 
6, 1940, 56 A.S. 1173. 

35 Verwaltungsentscheide der Bundesbehorden, 10.Heft. 159 (1936). 
36 62 A.S. 293, 






—_a (hh wmeoc em —o met OO AY OO 


BANKING SECRET AND ECONOMIC ESPIONAGE 295 


cret to the duty to report and give information to the 
Clearing Office.” There is no explanation why the other 
acts fail to mention the banks, especially the important 
Resolution of the Federal Council concerning the report- 
ing of German and Japanese assets * which subordinated 
the professional secrecy to the duty to report and to give 
information. It is futile to speculate whether this omis- 
sion was merely an accident or represented the intent of 
the legislative authorities that in all those instances the 
banking secret should prevail. The banks, at any rate, 
are justified in assuming that the banking secret will al- 
ways apply unless a clear law or court decision tells them 
otherwise. 

A third area where the duty to give information is in- 
volved is the tax field. Here a distinction must be made 
between the banks’ duty to give information in cases in- 
volving the tax obligations of third persons and in cases 
where the banks themselves are the taxpayers. With re- 
spect to third persons, the opinion in Swiss legal literature 
is unanimous that the banks are under no duty to give in- 
formation to tax authorities on the affairs of their clients.” 
Of course, the tax authorities have the power to put pres- 
sure on the client by the simple device of ‘““Ermessenstax- 
ation,” or “taxation d’office.” ‘This is an official estimate 
of the taxpayer’s tax obligations, which is deliberately too 
high, leaving it to the taxpayer to supply bank statements, 
vouchers and other documentary evidence to satisfy the 
request of the tax authorities for proof of his tax liabili- 
ties. Naturally, the banks cannot invoke the banking 
secret against a request from a client since it is the client’s 

37 62 A.S. 293, Art. 4. 

38 BRB of Feb. 16, 1945, as amended, 61 A.S. 85, 267, 439 and BRB of Sept. 
7, 1945, 61 A.S. 709. 

388 ApoLF JANN, DER UMFANG UND DIE GRENZEN DES BANKGEHEIMNISSES 
NACH SCHWEIZERISCHEM RECHT. Zurich Diss. 1938, p. 116; Otto A. Huber, 
Die Geheimhaltungspflicht des Beauftragten unter spezieller Beruecksichtigung 
des Bankgeheimnisses, n.F. 113 ABHANDLUNGEN ZUM SCHWEIZ. REcHT, 138; 
Ernst BLUMENSTEIN, SYSTEM DES STEUERRECHTS, Zurich 1945, pp. 290, 305; 
see also §§ 75 par. 1 and 81 of the new Zurich tax law of July 8, 1951. The 


only exception seems to be the Canton of Freiburg according to Art. 36 of the 
cantonal tax code. 
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secret and not that of the bank. But if the taxpayer pre- 
fers to be silent and does not reveal his bank connections, 
there is nothing the tax authorities can do to locate the 
banks where he has assets.“ 

An interesting situation developed in connection with 
certain provisions in the Federal Defense Tax Resolu- 
tions." They require the tax payer, upon demand, to sub- 
mit a list of his debts with the names of his creditors and 
interest payments made on the debts. Frequently, espe- 
cially in case of mortgage debts, the banks acted as inter- 
mediaries in a fiduciary capacity. The real creditor often 
did not wish to be known, and the banks refused to name 
him because of the banking secret. On the other hand, 
the banks were anxious to show that they were collecting 
the interest payments as fiduciaries for the account of a 
third party since otherwise the tax authorities would have 
treated these payments as income of the banks. There 
was also the possibility that the debtor, who could not ob- 
tain a deduction of his debts from his taxable income be- 
cause of inability to name the creditor, might sue the bank 
for damages. The Schweizerische Bankiervereinigung 
(Swiss Bankers Association) issued a circular advising 
the banks that if in spite of all attempts to protect the 
interests of its clients a bank does not succeed in convinc- 
ing the tax authorities that interest payments have been 
collected for the accounts of third parties, the bank might 
find itself in a position to report the name of the creditor 
in order to avoid financial disadvantages.” The Federal 
Tribunal, in a decision of November 27, 1942,* took the 
position that the banking secret did not apply here at all, 
since the issue was merely the relationship between cred- 
itor and debtor, not that between bank and third parties. 


40 See E. Blumenstein, 9 ArcHIV FUR SCHWEIZ. ABGABERECHT (ARCHIV) 


“1 BRB of Dec. 9, 1940 itiber die Erhebung einer Wehrsteuer, as amended, 
Art. 89 par. 2. 

42 Reported by Martin Eulan, Die Nachprifung der Schulden im Wehrsteuer- 
recht, 12 Arcuiv 2, 11 (1943). 

43 Ty re W.. BGE 48 I 1964. 
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Except, it may be argued that both the creditor and the 
debtor preferred to deal with the bank rather than with an 
individual, and evidently for some purpose. It seems in- 
teresting that the Federal Tribunal again carefully avoid- 
ed an opportunity to pass on the significance of Article 47 
of the Banking Act. 

In case the bank itself is the taxpayer, the theory is that 
it cannot refuse to give information concerning its own 
taxable property on the ground that this might violate the 
banking secret, and that the bank cannot resist an inspec- 
tion of its business books and records on the ground that 
this might force it to disclose secrets of its clients.“* The 
practice is a bit different: it, like the Federal Tribunal, 
avoids joining the issue. A case exactly in point is 
Banque X & Cie. v. Etat de Fribourg.” In that case a 
bank objected to an official tax estimate by the cantonal 
tax authorities. The canton had rejected the bank’s tax 
return as inadequate and appointed auditors to examine 
the books of the bank pursuant to a provision of the can- 
tonal tax law which permits such an examination in case 
the canton doubts the veracity of the tax return or deems 
the tax-debtor remiss in his duty to give information. The 
examination could take place only in part, because the 
bank, invoking the banking secret, refused to disclose 
the names of the owners of certain accounts. The Fed- 
eral Tribunal admitted that if the bank gave such proof 
as required by the tax authorities, it would have to reveal 
secrets belonging to its clients. However, the court stated 
that it did not have to decide the question of the suprem- 
acy of Article 47 of the Banking Act, since this point was 
not inissue. The bank, its tax return having been rejected 
as unsatisfactory, had the burden of proving the correct- 
ness of its declaration, which burden had not been met. 
Consequently, the tax authorities had a right to subject 


44 See Irene Blumenstein, Kommentar zum bernischen Gesetz iiber die direk- 
ten Staats und Gemeindesteuern, Bern 1948, Art. 95 N. 4 and 5; Hunzinger, 
Das —_— im schweizerischen Steuerrecht, 13 Arcuiv 269 et seq. 
(1945). 

45 BGE 64 I 187. 
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the bank to an official estimate. The court added that if 
the bank found it impossible to supply the necessary proof 
because of the banking secret, it must accept this incon- 
venience as inherent in its profession. 

Of course, the bank would have liked to know whether 
it could be held responsible in any way if it revealed the 
clients’ secrets to the tax authorities. Some authors reas- 
suringly point out that it could not, because it is protected 
against criminal responsibility by Article 32 of the Penal 
Code which provides that an action which is ordered by 
law, or by a duty of office or profession, is not punishable; 
and against a civil tort action by the requirement of Arti- 
cle 41 of the Code of Obligations that there must be intent 
or negligence in inflicting the damage.“ But the courts 
have not given such a clear answer. The tax authorities 
have never tried to compel the production of books and 
records under threat of punitive sanctions, thus the courts 
were never positively forced to take a stand on the ques- 
tion of whether the banking secret should prevail over the 
duty to substantiate information given in taxation matters 
of the banks.“ 

A fourth area where problems concerning the duty to 
give information arise is that of attachment and bank- 
ruptcy. The Federal Act Concerning Execution and 
Bankruptcy “ imposes on the debtor whose property is 
sought to be attached for purposes of execution (saisie, 
Pfandung) a duty to give to the Federal Office for Exe- 
cutions and Bankruptcy (Betreibungsamt) information 
about his assets. By decision the Federal Tribunal ex- 
tended this duty to third parties having custody of assets 
of the debtor and held, prior to the enactment of the 
Banking Act, that the banks could not invoke the banking 
secret, but must give the information; however, if they 
refused, the Tribunal said, there was no way of forcing 

46 See E. Blumenstein, 9 Arcuiv 378. 


47 Hunzinger, 13 Arcuiv 276. 
48 Bundesgesetz betr. Schuldbetreibung und Konkurs, Art. 91. 
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them to do so.“ After the enactment of the Banking Act, 
the Federal Tribunal continued to hold that the banks 
had to give information, referring to previous decisions, 
but without any mention of the newly enacted Banking 
Act. With respect to sanctions, the Federal Tribunal at 
first continued to hold that none were available so that, 
for instance, a safe could not be forcibly opened without 
authorization of the client,” but subsequently seemed to 
reverse itself and permitted the forcible opening of a safe 
containing assets of a debtor.“ But when in a later case 
the Betreibungsamt tried to invoke criminal sanctions 
against a recalcitrant bank, the Federal Tribunal held 
that this was not permissible.” However, this case dif- 
fered from the previous one in that it concerned an attach- 
ment for the purpose of securing a debt (séquestre, Ar- 
rest). The Swiss law” permits this in certain instances, 
such as where the debtor has no domicile in Switzerland 
or has attempted to evade his obligations and in some oth- 
er similar situations. The banks have usually refused to 
give information concerning the assets of a debtor. The 
Federal Tribunal, when refusing to authorize sanctions 
in this last case, explained that, in contrast to “saisie,” the 
“séquestre” is merely a temporary measure and is often 
ordered in case of a debt, the existence of which may still 
be uncertain at the moment of the attachment. This ques- 
tion is far from settled. It has been urged in Swiss legal 
literature that in cases of “séquestre” the banks should 
not be forced to give information because of possible 
abuse when such procedure is used as a “fishing expedi- 


49 Decision of Feb. 25, 1930, in re Fr. Sauter A.G., BGE 56 III 44, 48. 

50 Decision of Aug. 17, 1937, in re Barret et Ferrand, BGE 63 III 73. 

51 Decision of July 24, 1940, in re P. BGE 66 III 30. 

52 Decision of November 12, 1949, in re Société de Banque suisse, BGE 75 
III 106. This caused René Perrin, Les banques dans la procédure de séquestre, 
46 SJZ 187 (1950), to remark that it was “disconcerting” that the Federal Tri- 
bunal first gravely instructs the bankers on their obligations, merely to notify 
them that they may disregard them with impunity, and he deplored that the 
Federal Tribunal acted as if Article 47 of the Banking Act did not exist. 


53 Art. 271 Bundesgesetz betr. Schuldbetreibung und Konkurs, of April 11, 
1889, as amen 
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tion. It is easy to obtain an order of attachment for 
the purpose of securing the payment of a debt, because the 
authorities act under the justifiable assumption that if the 
debt is contested, final decision will at any rate rest with 
the courts. But the danger exists that through this device 
foreign governments may obtain knowledge of assets 
which their citizens have kept in Switzerland in order 
to escape confiscatory measures at home, thus accomplish- 
ing the very same thing which the introduction of crim- 
inal sanctions into Article 47 of the Banking Act was de- 
signed to prevent, namely banking espionage by foreign 
powers. 

In case of the bankruptcy of a client of a bank, the bank 
must give information and even report the client’s assets 
to the conservator by virtue of an express provision in the 
Bankruptcy Act.” 


Institutions Not Subject to Article 47 


The secrecy provisions under consideration apply to 


commercial banks, private bankers, savings banks, and to 
certain quasi-banking finance corporations which solicit 
moneys from the public.” ‘The Banking Act does not ap- 
ply to quasi-banking finance corporations which do not 
solicit moneys from the public; industrial and com- 
mercial finance corporations which confine their invest- 
ment or financial activities to certain industrial or com- 
mercial enterprises; stock exchange brokers, provided 
they do not conduct an actual banking business in addi- 
tion to their stock exchange activities; fiduciaries admin- 
istering estates (Vermdgensverwalter); attorneys and 
business agents who merely take care of their clients’ 


54 See Schaefer, supra note 32, at 339. 

55 Art. 232 par. 3. See also Jann, op. cit. supra note 39, at 102; CApITAINE, 
op. cit. supra note 18, at 73; Lorz, Der Schrankfachvertrag unter besonderer Ber- 
iicksichtigung des Bankgeheimnisses, 79 (1940). 

56 Art. 1 par. 1 of the Banking Act. 

57 Schweiz. Gesellschaft fur Kapitalanlagen v. eidg. Bankenkommission, deci- 
sion of April 1, 1936, BGE 62 I 35, 37; see also Motor-Colombus A.G. v. eidg. 
Bankenkommission, 1936, BGE 62 I 31; Société Général pour I’Industrie élec- 
trique v. Commission féderale des Banques, 1936, BGE 62 I 271. 





BANKING SECRET AND ECONOMIC ESPIONAGE 301 


money without conducting a banking business; and to cer- 
tain credit institutions peculiar to Swiss law.” In case of 
doubt, the Federal Banking Commission will decide 
whether or not an enterprise is within the purview of the 
Act.” The quasi-banking finance corporations which do 
not solicit money from the public are nevertheless subject 
to some special provisions of the Banking Act. They, as 
well as the banks, have to submit to the National Bank 
their accounts and balance sheets,” and must notify it of 
certain transactions, such as foreign loans and investments 
and acceptance and issuance of shares of stock of foreign 
corporations.“ The purpose of these provisions is to give 
to the National Bank as comprehensive information as 
possible on the Swiss financial market in order to aid it in 
its task of regulating the circulation of money, and of 
ascertaining the liquid assets of the country.” Since the 
banks, in complying with these provisions, will be forced 
to acquaint the National Bank with their business secrets, 
Article 9 of the Banking Act provides that the National 
Bank shall maintain secrecy as to any information re- 
ceived. 

The National Bank’s duty of secrecy is regulated by 
the Law Concerning The National Bank, Article 60 of 
which imposes a duty of “strict secrecy” on all officers 
and employees of the bank and on all members of the su- 
pervisory bodies with respect to the business connections 
between the bank and its customers. Article 61 places the 
officers and employees of the National Bank under the 
provisions of the federal laws regulating the civil liability 
and criminal responsibility of federal officials and em- 
ployees. 


58 Art. 1 par. 2 of the Banking Act. 


59 There exists an official list of all institutions qualified as banks under the 
terms of the Banking Act. 


60 Art. 7 of the Banking Act. 
61 Art. 8 of the Banking Act. 
62 W. Briithlmann, Kommentar, Art. 7 N.1, Art. 8 N.1. 
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II 
ECONOMIC ESPIONAGE 


THE HISTORY OF ARTICLE 273 OF THE SWISS PENAL CODE 
The provision which has become known outside of 
Switzerland under the name of “Economic Espionage” is 
Article 273 of the Swiss Penal Code. It reads as follows: 


A person who, through searching, secures a manufacturing or 
business secret, in order to make it accessible to a foreign offi- 
cial agency, or to a foreign organization, or to a private business 
enterprise, or to their agents, 

a person who makes accessible a manufacturing or business 
secret to a foreign official agency, or to a foreign organization, 
or to a private business enterprise, or to their agents, 

shall be punished by imprisonment, in serious cases in the 
penitentiary. In addition a fine may be imposed. 


Actually, only the Italian version uses the words “Eco- 
nomic Espionage” in the marginal title,“ while the Ger- 
man and French versions call it “Economic Information 
Service in the Interest of a Foreign Country.” These 
last versions give a better indication of the purpose for 
which this statute was originally enacted and distin- 
guish it from the provisions designed to protect the 
technical manufacturing and business secrets found in 
Article 162 of the Penal Code and in Articles 1(g), 2, 
and 13(g) of the Federal Law of September 30, 1943, 
Concerning Unfair Competition.” The marginal title of 
Article 162 is “Violation of a Manufacturing or Business 
Secret,” and that article is part of the Second Title of the 
Penal Code entitled “Violations of Property Rights,” ” 
while Article 273 is part of the Thirteenth Title the head- 
ing of which is “Crimes against the State and National 


68 “Spionaggio economico nell’interesse dell’estero.” 

64 “Wirtschaftlicher Nachrichtendienst im Interesse des Auslandes”; “Serv- 
ice de renseignements économiques dans I’intérét de |’étranger.” 

65 Bundesgesetz tuber den unlauteren Wettbewerb, Loi fédérale sur la concur- 
rence déloyale. 


66 “Strafbare Handlungen gegen das Vermdgen,” “Infractions contre le 
patrimoine.” 
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Defense.” * Article 162 makes subject to imprisonment or 
fine a person who discloses a manufacturing or business 
secret which he had a duty to guard because of a legal or 
contractual obligation as well as a person who takes ad- 
vantage of such a disclosure. Prosecution will take place 
only upon complaint of the injured party.* 

Supplementing this and in fact taking the place of a 
former third paragraph of Article 162, are the provisions 
of the Federal Law Concerning Unfair Competition 
which include in the definitions of unfair competition the 
unlawful use or disclosure of a manufacturing or business 
secret of which knowledge was not obtained in good faith. 
Among the remedies are claims for damages as well as 
criminal prosecution. Criminal prosecution will take 
place only upon complaint either by the injured party 
(who may also be a customer) or, under certain condi- 
tions, by a professional or business organization of which 
the injured party is a member. 

It should be noted that the Swiss Legislature provided 
that criminal prosecution for violation of a technical man- 
ufacturing and business secret was to be dependent on a 
private complaint. That means the violation is an “An- 
tragsdelikt,” “Délit 4 requéte,” namely an offense which 
the government will not prosecute unless a complaint is 
brought by the party entitled to make it, usually the in- 
jured party.” In contrast thereto are ex officio offenses 
where prosecution will take place without a complaint by 
a private person, although the injured party may bring 
the offense to the attention of the prosecuting authorities. 
In case of an “Antragsdelikt” the complaint may be with- 
drawn at any time before judgment has been rendered in 

67 “Verbrechen und Vergehen gegen den Staat und die Landesverteidigung” ; 
“Crimes ou délits contre l'état et la défense nationale.” 

68 Art. 162 of the Swiss Penal Code (in translation) : 

“A person who reveals a manufacturing or business secret with regard to 
which he was under a duty to observe secrecy because of a duty imposed by 
law or assumed by contract, a person who takes advantage of such a disclosure, 
shall be punished by imprisonment or fine in case a complaint has been made by 


the injured party. 
69 Art. 28 of the Penal Code. 
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the first instance ® and such withdrawal terminates the 
prosecution, while in ex officio cases a private party has 
no influence on the prosecution and a withdrawal of the 
complaint will have no effect. 

There are usually two reasons why the state does not 
wish to prosecute certain types of offenses ex officio: 
First, because there is no public interest to punish certain 
acts unless the injured party so desires, as, for instance, in 
cases of adultery, libel, or slander; and, second, because 
the injured party or his family might be even more in- 
jured through the publicity attaching to a criminal trial, 
as, for instance, in cases of theft or embezzlement among 
members of a family.” It was for this second reason, 
namely prevention of further publicity, that the require- 
ment of a private complaint was originally written into 
the provisions protecting the so-called professional se- 
crecy, i.e., privileged communications to clergymen, law- 
yers and physicians, and then, in order to be “consistent” 
(folgerichtig), into the provision designed to protect the 
manufacturing and business secrets.” 

On the other hand, “Economic Information Service in 
the Interest of a Foreign Country” or “Economic Espio- 
nage” was made an ex officio offense, because its first pur- 
pose was not so much the protection of private secrets as 
the continued assurance of the government’s ability to pro- 
tect every resident on Swiss soil, in other words, to remain 
master in its own house. “Economic Information Serv- 
ice,” therefore, originally was not intended to be protec- 
tion against technical economic espionage. Rather, as 
Mahler points out, text and legislative history indicate 
that that statute must be considered to be part of the pro- 
visions against political espionage.” 

70 Art. 31 of the Penal Code. 

71 See Harrer, SCHWEIZERISCHES STRAFRECHT, ALLGEMEINER TEIL 134-5 
(2d ed. 1946) ; Arts. 214, 173 et seq., 137 No. 3, 140 No. 3, 148 par. 3, and 321 of 
the Penal Code. 

72 See 2 Verhandlungen der (ersten) Expertenkommission itber den Vorent- 
wurf zu einem schweizerischen Strafgesetzbuch, 14, 15, 18 (1895). 


73.W. MAHLER, SPIONAGE UND IHRE STRAFRECHTLICHE BEKAMPFUNG IM 
SCHWEIZERISCHEN Recut 154 (1937). 
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For an understanding of the problem it is necessary to 
know, in brief outline, the events which led to the enact- 
ment of the Espionage Act. Up to World War I Switz- 
erland had no laws against espionage. No one felt any 
need for such legislation. The few known instances of 
military information service concerned foreign govern- 
ments and foreign agents who were simply expelled from 
Switzerland when their activities were discovered. Noth- 
ing could be done against Swiss citizens who had become 
involved. The first law against espionage came at the 
beginning of World War I in the form of the Decree of 
the Federal Council of August 6, 1914, Concerning 
Criminal Provisions Applicable for the Duration of the 
War.” Art. 5 of that Decree made subject to criminal 
prosecution and punishment information service on Swiss 
territory for the benefit of a foreign power.” At that 
time, espionage activities in Switzerland were in most 
cases conducted for the benefit of one foreign power to 
the detriment of another foreign power. But the Swiss 
government feared that such activities were a threat to 
Switzerland’s neutrality and, indirectly, to her security 
and independence.” ‘The courts, in their decisions, con- 
cluded from the title of the Decree that it applied only to 
information relating to the conduct of war of foreign 
governments. However, not only military information 
was held to serve the war interests of a belligerent power, 
but also information of a political or economic nature. 
Consequently, when, for the purpose of “black-listing,” 
information was sought concerning the citizenship of cer- 
tain business men, their attitudes towards the warring 

74 For a history of Swiss laws against espionage see Mahler, op. cit. supra 
note 73; also Werner Liithi, Delikte gegen den Staat im schweiz serischen und 
bernischen Strafgesetzbuch, 77 ZBJV 385, 398 et seg. (1941) and Liithi, Der 
verstarkte Staatschutz, 87 ZBJV 137 et seg. (1951). 

7 Verordnung betr. Strafbestimmungen fiir den Kriegszustand, A.S. 1914, p. 
370; Ordonnance concernant les dispositions pénales pour l'état de guerre, 
R.O. 1914 p. 370. 

76 See for details Thilo, Die Bekampfung der Spionage in der Schweiz, 
1917/18 SJZ 185. 


77 See Thilo, supra note 76, at 186; Pfenninger, Das Vergehen des unerlaub- 
ten Nachrichtendienstes, 1918 ZEITSCHR. FUR SCHWEIZ. Recut (ZSR) 134, 135. 
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powers, the social circles in which they moved, their cor- 
respondence, or their business connections with the hostile 
powers, the Federal Tribunal held that all such informa- 
tion was in the interest of the war effort of the belligerent 
nations and therefore fell under the prohibitions of the 
Decree. ‘The Decree was repealed in 1920, and again 
Switzerland had no laws against espionage.” 

After the close of World War I Switzerland had her 
share of political unrest in Europe, most of it caused by 
influences from other countries.” <A legislative attempt in 
1920 to neutralize dangerous persons by taking them into 
protective custody was overwhelmingly rejected by the 
voters in the referendum of February 18, 1923. Another 
bill introduced by the Federal Council and passed by the 
Federal Assembly which sought to strengthen internal 
security by making certain subversive activities a criminal 
offense * had likewise been rejected by the voters in the 
referendum of September 24, 1922. 

Political restiveness did not cease, however. In 1922 


the Italian government was captured by Mussolini and his 
Fascists. Already since 1920 fascistic organizations had 
flourished among some Italian residents. With the as- 
sumption of power in Italy, “Fasci”, i.e., sections of the 
Fascistic Party of Italy, sprang up among Italian colonies 
all over Switzerland.” 


78 See MAHLER, op. cit. supra note 73, at 149-150, text and notes, and also 
decisions cited by Thilo, supra note 76, at 204. 

78 Some provisions, such as violation of military secrets and military informa- 
tion service for a foreign power to the detriment of another foreign power, were 
included in the new Military Penal Code of June 13, 1927. (Arts. 8 and 93). 
ae supra note 74, 77 ZBJV 399; MAHLER, op. cit. supra note 73, at 


80 See Reports of the Federal Council to the Federal Assembly on the anti- 
democratic activities of Swiss citizens and aliens; on the activities of the Nazis: 
Bundesblatt 1946 I pp. 1-143 and 1948 III pp. 997-1073; on the Fascists: 1946 
II pp. 171-211; on the Communists: 1946 IT pp. 212-271. A number of deci- 
sions in espionage cases were published as annex to those reports. 

81 nese Bundesblatt 1922 I p. 137; it contained no provisions against espio- 


nag 

Be See Bundesblatt 1946 II pp. 171 and 173 et seg. The Swiss government 
first thought it had to tolerate such organizations because of the freedom to 
assemble guaranteed by the Swiss Constitution. But later the totalitarian party 
organizations and their affiliated groups were prohibited. The prohibition 
was repealed by the Resolution of the Federal Council of February 27, 1945 
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At the same time persons opposed to or persecuted by 
the fascistic regime had sought refuge in Switzerland. 
The government granted them asylum, but asked them to 
refrain from political activities which, the Swiss govern- 
ment feared, would complicate its relationship with the 
Italian government. However, the efforts of the Italian 
dictatorship to protect itself against its adversaries led to 
all kinds of difficulties. For instance the free border traf- 
fic to which the border population had previously been 
accustomed was practically eliminated. Arrests were 
made by the Italian border police even on Swiss territory, 
and soon it became evident that Italian authorities were 
in possession of information regarding individuals resid- 
ing in Switzerland that could only have been obtained 
through a spy organization on Swiss soil. For a long time 
police authorities in Switzerland did not succeed in de- 
tecting such an organization. Finally they found proof 
that Italian citizens collected information in Switzerland 
for the fascistic police in Italy and that a number of Ital- 
ian consular officials acted as centers of such information 
services. ‘The Swiss government insisted on the with- 
drawal of these officials and expelled the guilty Italians. 
There was no law under which they could be prosecuted. 
Two cases occurred which gave incentive to a new at- 
tempt for protective legislation. These were the cases of 
Rossi and Firstermacher.* Cesare Rossi was an Italian 
refugee. In August 1928 he was lured by Italian agents 
from Lugano in Switzerland into Italian territory and 
there turned over to the fascistic police. Firstermacher 
was a member of the Italian secret police, the OVRA 
(opera vigilanza repressione antifascista). In the spring 
of 1932 he was sent to Switzerland by Italy’s highest po- 
lice authority under a false name with two passports in 


(61 A.S. 117). This article discusses only legislation against espionage and 
does not include other measures which the Swiss took for the protection of 
their democratic form of government. 

88 Bundesblatt 1946 II 182 et seg.; Stampfli, Die Strafbarkeit des aus- 
landischen Polizeispitzels, 47 Scuwetz. ZEITSCHR. FiiR STRAFRECHT 58 ef seq. 
(1933). 
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order to supervise Italian agents, investigate anti-Fascists 
and keep them under surveillance. He had in his posses- 
sion explosive materials which, as he later confessed, he 
was to plant among Italian antifascistic refugees for the 
purpose of accusing them of having planned attacks 
against the fascistic regime. This would have made these 
refugees liable to expulsion from Switzerland since they 
were not allowed to engage in political activities. An at- 
tempt to indict Firstermacher for violation of the territo- 
rial sovereignty of Switzerland failed because of insuffi- 
cient laws. The Federal Chamber of Accusation rejected 
an indictment on those grounds. The only conviction 
possible under the then existing laws was two weeks im- 
prisonment for using a false passport. 

It was generally felt that this was an unsatisfactory sit- 
uation. This, and the rebellion staged by the Communists 
in Geneva in 1932 and their storm on the military bar- 
racks in Zurich in the same year gave rise to a new legis- 
lative attempt. With the message of May 8, 1933, the 
Federal Council submitted to the Federal Assembly an- 
other draft of a Federal Law for the Protection of Public 
Order.* In this message the Federal Council pointed 
out that it had carefully avoided any provisions requiring 
the proving of mental attitudes,” one of the grounds on 


84 Pursuant to the Code of Federal Criminal Procedure (Arts 1, 2, 108 et 
seq., 125 et seq.) an indictment prepared by the Federal Attorney after investi- 
gation by the examining judge (Untersuchungsrichter, juge d’instruction) 
must be approved by the “Anklagekammer”, “Chambre d’accusation” consisting 
of three members of the Federal Tribunal. 

In cantonal jurisdictions the Chamber of Accusation usually consists of three 
judges of the highest cantonal court (for instance in Zurich for jury cases of 
three judges of the Obergericht, Gerichtsverfassungsgesetz §§ 48 No. 4, 52, 54). 
The review of criminal accusations by high court judges is for the protection 
of the accused so that he may not be exposed to public indictment and trial 
unless there is substantial evidence to support the charges. In case an inno- 
cent person becomes involved in criminal investigation and prosecution, the 
codes have provisions to indemnify him for his costs and expenses incurred 
thereby. In order to discourage frivolous denunciations, the codes provide that 
the expenses may be charged to the informer in case his denunciation was 
frivolous or a. (See, for instance, Zurich, Strafprozessordnung §§ 42, 
43, 44, 169, 182, 265, 189, 191, 271; Fed. C. Cr. Proc. Arts. 122, 131, 176.) 

85 Be Fro 1933 I 753 et seq. 

86 Because of the widely spread, erroneous belief held by every American lay- 
man and many American lawyers it must be mentioned in this connection that, 
of course, in Switzerland as in every other continental jurisdiction a person 
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which the 1922 draft had been attacked by the voters. The 
new bill made an attempt to reach various forms of espio- 
nage. It represented a catalogue of offenses committed by 
Firstermacher and his confederates. 

The bill was passed by both houses but, as in 1922, was 
again rejected by the voters in the referendum of March 
11, 1934. Meanwhile some of the border cantons, such as 
Ticino, Baselstadt and Schaffhausen, enacted protective 
legislation of their own. These cantons had the largest 
share of fascistic spy activities which soon were to receive 
re-enforcement from the National Socialists. 

In 1933 the National Socialists had taken over the gov- 
ernment of Germany. As in the case of the Fascists, na- 
tional socialistic organizations had been formed by Ger- 


accused of a criminal offense is innocent until proven guilty by the prosecution. 
If there is any doubt about a particular factual situation bearing on the de- 
fendant’s guilt, the principle “in dubio pro reo” forces the court to resolve such 
doubt in the defendant’s favor. The Vitianu case furnishes a good illustration. 
Vitianu, a member of the Rumanian Communist Party, was indicted for un- 
authorized acts on behalf of a foreign government (Article 271 of the Penal 
Code), for rendering political and economic information service (Articles 272 
and 273), for extortion (Article 159), usury (Article 157), wrongful denuncia- 
tion (Article 303), bribery (Article 288), and other offenses. Vitianu had 
come to Switzerland in February 1947 as a member of a Rumanian com- 
mercial delegation. He was accused of having obtained, under duress, as- 
signments of Swiss assets belonging to Rumanian citizens, of having caused 
the arrest of a Rumanian citizen traveling to Rumania from Switzerland by 
sending a telegram to the Rumanian government urging such arrest, of at- 
tempts to obtain information on bank deposits of Rumanian citizens, and of a 
number of other misdeeds. The Federal Tribunal upheld his conviction for 
usury, economic espionage and bribery, and ordered dismissal of all other counts 
because of inadequate proof. It appeared that a number of witnesses had made 
signed statements to the prosecution which had refrained from compelling 
their appearance at the trial out of humane considerations, because this would 
have endangered their relatives in Rumania. The Federal Tribunal held that 
the statements were not admissible, because the Federal Code of Criminal Pro- 
cedure required an examination into the credibility of a witness in open court. 
Where, therefore, the prosecution was unable to prove fully such important 
facts as the involuntary nature of the assignments, or the connection between 
the telegram sent by the defendant and the arrest two months later, the de- 
fendant had to be acquitted because of the principle “in dubio pro reo.” (Un- 
published decision. See Geschaftsbericht des Schweizerischen Bundesrates 
1949 p. 180; Lithi, Zur neueren Rechtsprechung uber Delikte gegen den Staat, 
69 ScHweEiz. ZEITSCHRIFT FUR STRAFRECHT 298, 308, 309; Neue Ziircher Zeit- 
ung, Ay 13 to July 3, 1949, especially No. 1371, where the decision was 
printed. 

A tactical advantage in criminal procedure in continental jurisdictions is the 
rule that the defense has “the last word”, while in American procedure the pros- 
ecution closes. This, as every criminal ‘lawyer knows, is a very important dis- 
tinction, for it matters greatly under what last impression the jury retires. 
It goes without saying that this, like any other rule of law, becomes meaning- 
less the moment totalitarian forces assume control of a government. 
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mans residing in Switzerland even prior to the advent of 
the Nazi dictatorship in Germany. They constituted no 
serious danger until after 1933 when they became part of 
the totalitarian system ruling Nazi-Germany, the aim of 
which was the conquest of Europe and the creation of a 
Greater Germanic Empire including the “reunification” 
of all people of the Germanic race. It must be understood 
that the German part of Switzerland comprises about 
four-fifths of her territory and population and that cul- 
tural and family ties of that part with Germany are sim- 
ilarly as close as those of the French part with France and 
of the Italian part with Italy. Sadly enough, some Swiss 
citizens fell victim to the luring promises and propaganda 
of the Nazis although compared with the entire popula- 
tion their number was certainly small. In subsequent 
criminal trials taking place as late as 1948 it was brought 
out that plans had actually existed for the destruction of 
the independence of Switzerland and the inclusion of her 
German part into the “Greater Germanic Empire.” ” 
The preparations Nazi-Germany made for that purpose 
consisted predominantly in the exploration of Switzer- 
land’s political, economic and military conditions and the 
recruiting of Swiss national socialists who could be used 
for the realization of Germany’s plans. 

It is impossible to give a detailed description of all 
these activities. Information was gathered through an all 
pervading spy net. Not only agencies officially connected 
with the German government, such as the Embassy and 
the Consulates, were part of the information service, but 
also private groups like travel agencies, industrial and 
commercial associations, sport schools, and recreation 
centers. The objectives of such espionage activities ranged 


87 See Bundesblatt 1948 III 997, 1003 et seg.; some of the evidence was 
given to the Swiss Federal Police by the U.S. Forces occupying Germany. Ac- 
cording to statements made by high Nazi officials, for instance Himmler in 
1944 at a Convention in K6nigsberg, Switzerland was to be considered as a 
“Germanic” state which should be treated like Holland and Norway with an 
aim of embodying her into the Greater Germanic Empire.” Jd. at 1005. 
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from information on the Swiss water and power stations * 
to detailed information on what kind of goods were made 
in Switzerland and for whom they were produced, on 
Jewish capital invested in Swiss enterprise, on bank ac- 
counts and bank safes owned by German citizens, etc.” 
German agents even tried to find out how much money 
German citizens spent while travelling in Switzerland 
in order to determine whether they had in their posses- 
sion more Swiss francs than were permitted by the Ger- 
man government.” 

The novelty in the post World War I espionage situa- 
tion was that most of those activities were directed against 
individuals rather than against another government. The 
protection of the individual against encroachments by his 
own government was the crowning achievement of the lib- 
eralism of an enlightened eighteenth century. In the 
form of “Bill of Rights” or “Human Rights” or ‘“Person- 
ality Rights” the protection of individual liberties has 
found its way into the legislation of every true democ- 
racy. Switzerland, of course, protects the civil liberties 
of individuals on her territory, and just as in the United 
States, such protection extends to non-citizens as well as 
citizens. In addition, Swiss laws protect a person’s pri- 
vacy to an extent far surpassing those of the United 
States.” But these laws designed to protect a person 
against his own government and against his fellow citi- 
zens proved wholly inadequate against encroachments 
practiced by foreign governments. If, for instance, a 
bank employee informed the Nazi government of deposits 
and money deals of German customers, the damaged cus- 
tomer, if he succedeed in escaping Nazi prisons, could 


88 Bundesblatt 1948 III 1063-67. 

8° Bundesblatt 1946 I 118. 

90 See Bundesblatt 1946 I 1-143 and 1948 III 997-1073. 

®1 A person’s right to a private sphere is recognized as a general legal prin- 
ciple, supra, and testimony may be refused for many more reasons than per- 
mitted in this country, for instance when it tends to incriminate and publicly dis- 


grace the witness, his spouse and certain close relatives. See Meyer, supra 
note 2, at 412, 414-5. 


3 
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sue the employee and also the bank for damages. While 
the employee would certainly have lost his job, this was 
not sufficient to discourage repetition of such actions. As 
described above, in order to guard against banking espio- 
nage by foreign powers criminal sanctions for violations 
of the banking secret were written into the new Banking 
Act which was under discussion at about that time. 

The Swiss government was, of course, very much aware 
of the fact that its inability to protect persons on Swiss 
territory was a problem touching upon Switzerland’s 
status as a sovereign nation. But previous attempts to ob- 
tain more protective legislation had failed because the 
voters feared an infringement of their individual liber- 
ties. On the other hand, the government was blamed for 
being slow in taking measures which, as the government 
well knew, were doomed to failure without adequate legal 
foundation. The government recognized that the diffi- 
culty was in the very nature of the problem. On the one 
hand, the Swiss, rightly proud of their liberal democracy, 
resented deeply any restriction of their political and indi- 
vidual liberties; on the other hand, their democracy was 
endangered by the abuse of those liberties for antidemo- 
cratic purposes.” 

Another incident to arouse public opinion was neces- 
sary before a further move for legislative protection could 
be made. This incident occurred on March 9, 1935. 
Agents of the German Secret Police (Gestapo) kid- 
napped on Swiss territory the former German journalist 
Berthold Jacob and handed him over to the German Se- 
cret Police. The Swiss were able to show that the kidnap- 
pers had acted with knowledge and cooperation of Ger- 
man government authorities. Because of the aroused pub- 
lic opinion and the firm stand of the Swiss government 
which, after the customary diplomatic protests had proved 
fruitless, had submitted the case to arbitration pursuant to 


92 See Bundesblatt 1946 I 26. 
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the Swiss-German Treaty of 1921, the German govern- 
ment found itself compelled to return Jacob to Switzer- 
land. He was placed in the custody of the police in Basle 
on September 17, 1935.” 

On June 21, 1935, the Federal Assembly passed the 
Federal Act Concerning the Protection of the Security 
of the Federation,” for which the people soon adopted the 
name of “Spitzelgesetz” (Espionage Act). During the 
debates both legislative Chambers were anxious to point 
out that none of the objectionable features of the bills pre- 
viously attacked and rejected by the voters had been in- 
cluded in the new bill which retained only the provisions 
against official acts by unauthorized persons and against 
the prohibited information service, against which there 
had been no objection.” The bill distinguished between 
political, economic and military information service. It 
also contained provisions against abducting a person to a 
foreign country with the intent to surrender him to a for- 
eign authority, party or similar organization, clearly the 
facts of the Jacob case. The need for such a law was em- 
phasized by the fact that in many instances where Swiss 
sovereignty had been infringed, the only punishment 
available had been expulsion from Switzerland and this 
was possible only with respect to foreigners; Swiss ac- 
complices could not be punished at all. 

The bill was passed by both Houses with the emergency 
clause affixed to it, although there was opposition to the 
Assembly’s declaring the bill “urgent.” It was criticized 
that this was done to by-pass the referendum, the govern- 
ment evidently fearing that the voters again might reject 


93 Stenographisches Bulletin, Standerat 1935, pp. 112 et seg.; Nationalrat 
1935, pp. 155 et seg., 219, 220; Bericht des schweiz. Bundesrates an die Bun- 
desversammlung tiber seine Geschaftsfihrung 1935 p. 68; Balsiger, Der verbo- 
_ Nachrichtendienst, 68 ScHWEIZ. ZEITSCHRIFT FUR STRAFRECHT, 47 et seq. 
(1953). 

94 Bundesbeschluss betr. den Schutz der Sicherheit der Eidgenossenschaft, 
51 A.S. 482; Arreté fédéral tendant a garantir la stireté de la Confédération, 
51 R.O. 495. 

95 See Stenographisches Bulletin, Standerat 1935, pp. 219 et seqg.; National- 
rat, 1935 pp. 213 et seq. 
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the bill. In Switzerland, federal laws and “generally 
binding federal resolutions” * must be submitted to the 
referendum upon request of 30,000 voters or 8 Cantons as 
provided by Article 89 of the Federal Constitution. Un- 
der the version of Article 89 then in force, a “generally 
binding federal resolution” could be withdrawn from the 
referendum by simply declaring it “urgent.” In the 
nineteen thirties, the Federal Assembly had frequently re- 
sorted to the emergency clause in its endeavor to meet eco- 
nomic difficulties of the nation. This was criticized as an 
attempt to establish dictatorship by parliament. In 1939 
the voters restricted the use of the emergency clause by 
amending Article 89 of the Constitution to the effect that 
a resolution could be declared urgent only by a majority 
vote of all members in each House, and if so declared ur- 
gent, the duration of its validity had to be limited.” Since, 
evidently, this still was not sufficiently democratic, the 
voters, in February 1948, initiated a constitutional amend- 
ment called “People’s Initiative for the Return to Direct 
Democracy” which provided for a referendum even in the 
case of emergency legislation. The Federal Council rec- 
ommended rejection claiming that emergency legislation 
was inevitable.” But on September 11, 1949, the voters 
accepted the “Peoples Initiative for the Return to Direct 
Democracy” which repealed paragraph 3 of Article 89 of 
the Constitution and substituted therefor Article 89°" 
which permits urgent Federal Resolutions to take effect 
immediately but limits their duration to a year in case a 
referendum is demanded and they are not sanctioned by 
the voters within the year’s period, in which case they can- 
not be re-enacted. 

The “Espionage Act” then had become law without 
having passed the test of the referendum. Its provisions 

96 Since 1874 there has been no noticeable difference between federal laws 


and generally binding federal resolutions. See FLernER~GIACOMETTI, SCHWEI- 
ZERISCHES BUNDESSTAATSRECHT 746-7 (1949). 


9760 A.S. 242; Bundesblatt 1938 I 857; 1938 II 421; 1939 I 671, 673. 
%8 Bundesblatt 1948 I 1065. 
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concerning espionage were later included in the new 
Swiss Penal Code of December 21, 1937, which became 
effective on January 1, 1942. The Penal Code retained 
the division of the “Espionage Act” into Political, Eco- 
nomic and Military Espionage (Articles 272, 273, 274), 
but, literally at the last minute, namely at the sessions of 
December 16, and December 20, 1937, an important 
change was made in the text of Article 273 on Economic 
Espionage.” 

Originally, the groups against which the economic and 
political espionage provisions were directed had been 
exactly the same, namely a foreign government authority, 
party or similar organization. As Mahler*” pointed out, 
text and legislative history undoubtedly classify the eco- 
nomic espionage of Article 273 as part of the political 
espionage of Article 272 of the Penal Code, and it was 
not designed to meet effectively economic espionage in its 
technical sense. The court decisions rendered pursuant 
to those provisions during the life of the Espionage Act 
(1935-1942) show that quite clearly. 

The most significant example is the courts’ interpreta- 
tion of “political activities” and of “business secrets” 
which were to be protected by those provisions. They 
were activities which were of political interest to the for- 
eign government and secrets which, if disclosed, might be 
politically harmful to the individual concerned.” With 
this in mind, it is easy to understand why the Federal Tri- 
bunal held, in practical effect, that a “secret” is a secret 
because the person concerned wants it so and has an inter- 
est in keeping it from a foreign government or party or 
other organization, and that it is irrelevant whether the 
information furnished was correct or false, because under 
then existing conditions any such information would sub- 


99 Sten. Bull. Nationalrat 1937, p. 837-8; Standerat 1937, p. 496; see infra. 

100 MAHLER, op. cit. supra note 2, at 154, 161, 162. 

101 Jd. at 161, 162. In 1950 Article 272 was changed from “Who. . . ren- 
ders information service concerning the political activities of persons or polit- 
ical ee . ..” into “Who . . . renders political information serv- 
es . 
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ject the individual to undesirable measures by the foreign 
government.*” For instance, the information that a per- 
son was a Jew was, and is, without legal consequence in 
Switzerland, but was apt to have serious economic and 
other repercussions under the laws of Hitler Germany. 
Therefore this was held to be information service coming 
within the terms of both political and economic espio- 
nage.*** 

Two cases may serve as illustrations, one concerning po- 
litical, the other economic espionage. In Czekalla and 
Genilloud v. Staatsanwaltschaft Bern-Mittelland,;™ one 
of the defendants, Marie Czekalla, was the cook of Minis- 
ter X, special envoy of the President of the United States 
of America. The other defendant, Ida Genilloud, intro- 
duced her to a German espionage agent for the purpose 
of obtaining information on the activities of Minister X. 
Marie Czekalla told the German agent that a German 
whose hat showed the initials HBG secretly visited Min- 
ister X, entering the house through a back door from the 
garden, and that he must be a spy hostile to the German 
government; that Minister X also received the visit of 
three Frenchmen, presumably members of the Maquis 
who received considerable sums of money from Minister 
X; that these gatherings were regularly attended by the 
American General Y. The defendants argued that the 
information did not concern the political activities of per- 
sons, because the Frenchmen had not been identified, and 
there was no intent to furnish information about the Ger- 
man personally but rather of a general nature. The de- 
fendants were found guilty of political information serv- 
ice pursuant to Article 272 of the Penal Code. The court 
found that the initials of the German were sufficient to 
identify Hans Bernd Gisevius as one of the visitors and 
the description of the three Frenchmen enable the Ger- 


102 BGE 65 I 47 and 330 (1939); BGE 71 IV 218 (1945). 
108 Cf. Liithi, Der verstarkte Staatsschutz, 87 ZBJV 149 (1951). 
104 Judgment of October 15, 1948, BGE 74 IV 199. 
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mans to make further inquiries, especially since they 
knew that the house of Minister X was the center of the 
Allied espionage in Europe. The furnishing of such in- 
formation which, together with other factors, permits 
conclusions as to political activities of particular persons, 
is political information service under the terms of Article 
272. 

In Thurgau, Staatsanwaltschaft v. Ddandliker*® the 
Federal Tribunal found guilty of economic espionage 
pursuant to Article 4 of the Espionage Act (later Article 
273 of the Penal Code) a Swiss citizen who had informed 
the German authorities that certain German women who 
worked in Switzerland, but resided in Germany, ex- 
changed part of their wages in Switzerland and bought 
there German marks or merchandise. The defendant 
also had given information about the date of payment and 
amount of wages earned by the workers. This enabled 
the German authorities to prove that the women had vio- 
lated the German currency exchange laws and resulted in 
several arrests. The defense, among other things, argued 
that no business secret had been violated because neither 
the amount of the wages nor the date of the payday were 
kept secret by the factory nor could the fact that part of 
the wages had been spent in Switzerland be considered 
a business secret. The Federal Tribunal held that what 
mattered was that the German women had an interest in 
keeping such data secret from the German authorities. 
The statute under consideration was intended to protect 
all persons on Swiss territory who had knowledge of cer- 
tain business matters, wanted them to remain secret and, 
according to the Swiss point of view, had a legally recog- 
nized interest in maintaining such secrets. It was irrele- 
vant that such matters might not be secret in Switzerland, 
as long as decrees and administrative acts of a foreign 
government created conditions which made it advisable 


105 Judgment of March 6, 1939, BGE 65 I 47. 
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for Swiss citizens, for nationals of other countries, or even 
for their own nationals to keep those matters secret. 

In both of these cases the Federal Tribunal was called 
upon to decide the question of whom the Legislature had 
intended to protect by those laws. Article 2 of the Espio- 
nage Act and later Article 272 of the Penal Code prohib- 
ited political information service “to the detriment of 
Switzerland or her nationals or residents.” By amend- 
ment of October 5, 1950 (in force since January 5, 1951) 
this was changed to “Switzerland, or her nationals, resi- 
dents, or organizations.” The provision against economic 
espionage (Article 4 of the Espionage Act, later Article 
273 of the Penal Code) prohibits simply the disclosure of 
a “manufacturing or business secret” without saying any- 
thing as to whose “secrets” were to be protected. In both 
of the above cases the defense argued that neither, in the 
first case, the Frenchmen nor Gisevius nor, in the second 
case, the German women workers were nationals or even 
residents of Switzerland, but had been there only during 
brief temporary intervals, and therefore the statute did 
not apply to them. In both cases the Federal Tribunal 
held that the purpose of these provisions was to stop espio- 
nage practiced on Swiss soil by foreign government au- 
thorities, parties or similar organizations which “in its 
final effect amounted to an attack on the sovereignty of 
Switzerland.” Such sovereignty was equally endangered 
when the spying was done on a resident or on a person 
only temporarily present, no matter for how brief a stay, 
and under this point of view citizenship was completely 
irrelevant. 

Why spying “in the interest of a foreign party or sim- 
ilar organization” was considered in the same light as 
when practiced by a foreign government needs no explan- 
ation if one bears in mind that the statute originally was 
directed against the neighboring countries with totali- 
tarian governments where party and government had be- 
come one. Subsequently it was also used against the Com- 





BANKING SECRET AND ECONOMIC ESPIONAGE 319 


munists. Espionage in the interest of the Fascist, Nazi 
or Communist party or affiliated organizations was noth- 
ing else but espionage in the interest of the respective 
governments. 

By a twist of fate the party system of the United States 
came under the scrutiny of the Federal Tribunal in a de- 
cision of October 15/16, 1951,*°° in connection with the 
provision on “political espionage.” An American citizen, 
Charles Davis, furnished political information which he 
collected in Switzerland in communist circles to certain 
persons, among them the American Senator McCarthy 
“who”, to quote Mr. Balsiger,’” “as is well known, con- 
ducted a violent campaign against the administration of 
President Truman and especially against the State De- 
partment.” By an emissary of the Senator, one Farrand 
in Paris, Davis had been requested to report on the activ- 
ities and connections of the United States diplomatic and 
consular corps. In order to “prove” to the Senator that 
the then U. S. Minister in Bern associated with Com- 
munists, Davis sent a telegram to Minister Vincent and 
signed it with the name of a militant Communist “von 
Carouge.” ** The purpose was to implicate Minister Vin- 
cent. In its opinion, the Federal Tribunal stated (trans- 
lated from the French) : 


“The information which the defendant has furnished to the 
Consulate of the United States in Geneva and to persons at- 
tached to the American Embassy in Paris obviously was des- 
tined for a foreign government. It is more difficult to make a 
decision with respect to the acts committed together with Far- 
rand for the benefit of the Republican Senator McCarthy. In- 
formation destined for an individual as such, even though a for- 
eigner, does not fall under the terms of Art. 272 of the Penal 
Code. However, the fact that the information was addressed to 


106 Reported by Balsiger, Der verbotene Nachrichtendienst, 68 ScHweiz. ZEIT- 
SCHR. FUR STRAFRECHT, 47, 56, 57 (1953). See also Geschaftsbericht des Bun- 
desrates 1951, p. 186. 

107 [bid. 

108 The text of the telegram was quoted in French: “Envoyer renseigne- 
ments sur Mr. A. Jordan.” 
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him, does not necessarily mean that he is the true recipient. In- 
formation meant for a party or another organization is generally 
transmitted to a physical person. It therefore is necessary to 
know whether McCarthy, in this matter, must be considered as 
the representative of a party or of another similar organization 
of a foreign nation. Nothing permits us to assume that the anti- 
governmental campaign for which he requested the information 
is being waged by his party. This is in some way a fusion of 
several political trends. Evidently, McCarthy is the life giving 
principle of one of them. Now, a number of persons fighting 
together in view of a common political aim—and the McCarthy 
trend is nothing else—form without being legally constituted, 
an ‘other organization similar’ to a party, these words having 
evidently been inserted into Art. 272 of the Penal Code for the 
purpose of giving them this meaning.” *° 


109 The same interpretation of “similar organization,’ namely “a number of 
persons fighting together in view of a common aim,” was applied by the Fed- 
eral Tribunal when it declared the so-called World Peace Movement as com- 
ing within the purview of Article 272. Ministére public fédéral v. Bonnard et 
al., Judgment of April 2, 1954, BGE 80 IV 71. This decision is so interesting 
that it deserves to be mentioned here: 

In February 1952, the North Korean government accused the United States 
of using bacteriological warfare in the Korean war. The government of the 
United States denied this and on March 11 it requested the International Com- 
mittee of the Red Cross to conduct an investigation into the real cause of the 
alleged epidemics. The Red Cross sent to both conflicting parties a message 
indicating the conditions under which it would be willing to direct an inves- 
tigating commission. The North Korean government and the commandant of 
the Chinese “volunteers” did not answer. Therefore the Red Cross discon- 
tinued its preparations. At the same time, it was violently attacked by Radio 
Peking. In March 1952 and later in July of the same year, the Russian dele- 
gate to the United Nations, Mr. Malik, carried the objections to the proposed 
investigation by the Red Cross to the United Nations. The World Peace 
Council also considered this question at its meeting in Oslo from March 29 
to April 1. After hearing statements from Chinese and North Korean delegates 
that the Red Cross was not sufficiently independent to make an impartial investi- 
gation, the World Peace Council decided to appoint its own international in- 
vestigating commission. In May 1952, André Bonnard, only Swiss member of 
the World Peace Council, received a letter from the secretary of Professor 
Joliot-Curie who was president of that organization. In that letter Bonnard 
was requested to furnish documented information about the International Com- 
mittee of the Red Cross, its members, and its contributors. It was pointed out 
that the information was important in connection with the bacteriological war- 
fare in Korea. Bonnard obtained the requested information with the assist- 
ance of his co-defendants and through research of his own. The report he sent 
to Joliot-Curie was used by the French “Peace Movement” and was published 
in part. The report pictured the International Committee of the Red Cross 
as dominated by the world of high finance and the members as either belonging 
to the capitalistic class or as persons serving the purposes of big business. Of 
the former president, Max Huber, for instance, the report said that he was 
closely connected with war industries from which he enriched himself, while 
he gave himself an air of alleviating the wounds of the war scourge by busy- 
ing himself with the International Committee of the Red Cross. The report 
added: “Max Huber, all powerful in the [Committee], has made it into an 
instrument of big international capitalism.” The reports regarding the other 
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The factor brought out in this decision, namely that 
only information to foreign governments and organiza- 
tions forming part of their political life should come 
within the purview of the Espionage Act, and not infor- 
mation to private persons, appeared clearly as the legis- 
lative intent in the early debates. At that time, the Jour- 
nal of Swiss Employers (Schweizerische Arbeitgeber- 
Zeitung) of May 25, 1935, had urged the prohibition of 
the disclosure of manufacturing and business secrets to 
foreign interested parties. This was rejected by the Fed- 
eral Assembly where it was said : *° 


With this law we want to protect the public interests and the 
territorial sovereignty of Switzerland. The protection of merely 
private interests was not to be considered in this connection. 
Eventually such a provision may be included into the general 
Penal Law or into the Law Concerning Unfair Competition.™™ 


members were along the same line. They were, as the Federal Tribunal said, 
either false or slanted. The Federal Tribunal found Bonnard and one co- 
defendant (a third one was acquitted) guilty of rendering political information 
service. In its opinion, the Tribunal said that a large part of the information 
furnished was of political character, such as the one concerning the general 
policy of the International Committee and the political convictions of its mem- 
bers. The term “capitalist” had no political significance in Switzerland, but as 
used by the defendants, capitalism is not merely an economic system, but a 
political doctrine opposed to marxism or communism. The defense claimed that 
the information was destined for publication and therefore permissible journal- 
ism. The court disagreed stating that in case of legitimate journalism news 
was collected for the purpose of informing public opinion, while in case of po- 
litical espionage the gathering and transmission of information is done in the 
interest of a foreign government or a foreign organization to be used for the 
pursuit of their particular purposes. Here, the data furnished by the defen- 
dants were not collected for the purpose of informing public opinion, but rather 
for the purpose of supplying the North Korean government with a justification 
for its refusal to permit an investigation by the International Committee of the 
Red Cross. The purpose of the defendants’ actions was to show that the Inter- 
national Committee did not have the necessary independence to conduct an 
impartial investigation. 

With respect to the statutory requirement that the information had to be for 
a foreign government, party, or similar organization, the Tribunal found that 
the World Peace Movement of which the World Peace Council is a part, is 
an organization using political means preaching that the policy of the Soviet 
Union and the “People’s democracies” is pure pacifism while that of the 
United States and the United Nations is a menace to world peace. “By taking 
part in the latent conflict in which the communist world in fact opposes the 
United States of America and her Allies, the World Peace Council has a 
political tendency foreign to Switzerland which is traditionally neutral.” 

Finally, the court found that the information was detrimental to Switzerland, 
her residents, or her organizations, because, in spite of the name, the Inter- 
national Committee of the Red Cross is a Swiss organization on Swiss territory 
the members of which are all Swiss citizens residing in Switzerland. 

110 Sten. Bull., Standerat 1935, p. 231. 

111 This was later done, supra. 
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In his article “Economic Espionage and Economic 
Treason” ** Ernst Hafter, then Professor of Criminal 
Law at the University of Zurich, attacked the Espionage 
Act’s provision on economic espionage as inadequate. The 
economy in most countries, he said, was largely in the 
hands of private enterprise, and a betrayal of manufac- 
turing or business secrets to foreign private persons or 
groups might be just as damaging to the Swiss economy 
as a betrayal to foreign governments and official agencies; 
it was a fallacy, he found, to consider technical economic 
espionage merely as “unfair competition,” as the Legisla- 
ture seemed to have done while debating the Espionage 
Act. 

Quite obviously, Professor Hafter disregarded the orig- 
inal purpose of the Espionage Act. But his prestige was 
so great that his suggestion to extend the prohibition of 
economic information service also to foreign private en- 
terprise and its agents was adopted without much debate 
in one of the last sessions of the Legislature dealing with 
the enactment of the Swiss Penal Code. When Mr. Wett- 
stein, member of the Council of States (the upper House) 
reported the proposed last minute change of Article 273 
which in its first version had been exactly the same as 
Article 4 of the Espionage Act and corresponded to Ar- 
ticle 272, he found it necessary to emphasize that the pro- 
vision was not meant to protect unfair competition, 1.e., 
merely private interests, but he thought that its applica- 
tion only to cases where the public interest was at stake 
was assured by the position of Article 273 in the 13th 
Title which deals with crimes against the State and Na- 
tional Defense. For that reason any reference to the 
public interest was deliberately omitted from the final 
wording. However, one never knows what a court will 
do, and that is as true in Switzerland as in the United 
States. 


112 Hafter, Wirtschaftsspionage und Wirtschaftsverrat, in FestcaBE Fritz 
Ferner, 1937, p. 203. 
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In 1948 the Federal Tribunal was called upon to decide 
a case which was unmistakably industrial espionage in the 
interest of a foreign private business enterprise where no 
political or military interests were involved. 

In Ministére public fédéral v. Duval™ the defendant, 
a former worker in a Swiss machine factory, approached 
a worker of that factory in order to elicit information 
about the manufacturing methods of bicycle valves for a 
Belgian manufacturer. The Swiss firm filed a complaint 
against Duval for unfair competition (Article 13 of the 
Federal Act Concerning Unfair Competition), violation 
of a manufacturing secret (Article 162 of the Penal Code) 
and economic information service (Article 273 Penal 
Code). The cantonal prosecutor transmitted the file 
to the Federal Department of Justice and Police in 
compliance with Article 105 of the Code of Federal 
Criminal Procedure which requires that prosecution of 
political offenses be authorized by the Federal Council. 
Prosecution under Article 273 was authorized and dele- 
gated to the originating Canton. The cantonal courts re- 
fused to convict under Article 273 on the ground that 
economic information service pursuant to Article 273 was 
not an offense against private property but against the 
state or the national defense, and that it could not serious- 
ly be maintained that the violation of the manufacturing 
secret of bicycle valves endangered the state or the nation- 
al defense. The Federal Tribunal reversed. Obviously 
irked by a statement of the cantonal court that the federal 
government in prosecuting this case under 273 followed 
“collectivistic and totalitarian concepts of national econ- 
omy,” the Tribunal agreed that “it is not in accord with 
the commonly accepted philosophy in Switzerland to 
place economic interests in the same rank with public in- 
terests,” but said: “Article 273 has its raison d’étre not 
in the country’s domestic economic policy but in its for- 
eign economic policy. The fact that the economies of the 


113 Judgment of December 10, 1948, BGE 74 IV 206. 
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nations have progressively withdrawn to within their bor- 
ders, had as a result that the Swiss economy also became 
more and more a matter of general interest and that the 
state had to intervene and still constantly intervenes in 
various ways in order to protect it against foreign na- 
tions.” The court admitted that the legislative history 
seemed to favor a narrow construction; it might appear 
from the debates that some other element had to enter 
into it to make it a crime against the state or the national 
defense, but unfortunately the Legislature did not say 
what element and wrote no restrictive conditions into the 
provision. The Tribunal found that the clear words of 
Article 273 left it no choice but to consider economic es- 
pionage in the interest of any foreign enterprise a viola- 
tion of that provision. 

It is regrettable that the Federal Tribunal did not fol- 
low the cantonal courts in rejecting such identification of 
private and public interests, so much the more as in the 
Duval case the Swiss manufacturer was sufficiently pro- 
tected by Article 162 of the Penal Code and the applica- 
ble provisions against unfair competition. There is some 
indication, however, that, in a very recent decision, the 
court has retreated from that position.”* 

Economic information service is also punishable under 
Article 273 if committed outside of Switzerland.” It 


114 Nova-Werke Junker & Ferber v. Brandenberger et al., Judgment of Jan- 
uary 22, 1954, BGE 80 IV 22. There, Brandenberger, an engineer, had been 
employed by the Nova-Werke from 1932 to 1939 to construct machines needed 
for the introduction of a certain manufacturing process invented by Emil 
Junker. Brandenberger had signed a written statement agreeing to keep these 
constructions secret. Starting in 1948, upon suggestion and with assistance of 
another former employee of the Nova-Werke, Brandenberger offered his con- 
structions to other firms in and outside of Switzerland (one in Germany and one 
in Sweden) and entered into a number of agreements with them. It was proven 
that he had used notes and designs made while in the service of the Nova- 
Werke. Upon complaint of the Nova-Werke, Brandenberger and others were 
indicted for economic information service under Article 273 of the Penal 
Code, violation of a manufacturing secret under Article 162 of the Penal Code, 
and unfair competition under Article 13 of the Federal Law Concerning Un- 
fair Competition The Federal Tribunal discussed the defendants’ guilt only 
with respect to the two last mentioned provisions and refused to consider the 
applicability of Article 273 in that case, unfortunately without publishing the 
reasons for such refusal. 

115 Art. 4 of the Penal Code. 
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goes without saying that the Swiss government will pros- 
ecute only if the offender is apprehended on Swiss soil. 
The Swiss Penal Code™® requires that, unless expressly 
provided otherwise, the defendant must have acted with 
“intent.” The Federal Tribunal construed “intent” as 
meaning that the defendant must have been aware of hav- 
ing acted wrongfully."” Article 20 provides that the 
Judge may mitigate the punishment or refrain from pun- 
ishing altogether in case the defendant had ground to be- 
lieve that his action was lawful. In other words, ignor- 
ance of the law will sometimes excuse the wrongdoer or 
act as mitigating factor.” 

As can be seen, the situation concerning economic espio- 
nage is not always clear. Some firms may well be in doubt 
as to how far they may go in the legitimate exchange of 
business data with firms outside of Switzerland, particu- 
larly since, according to theory, consent of all parties con- 
cerned does not prevent the applicability of Article 273. 


Therefore, those firms will welcome the knowledge that 
the Federal Attorney has not adopted that view for the 
reason that where there is consent there is no intent to 
keep anything secret, and where there is no interest in se- 
crecy on the part of private participants, there is none on 


119 


the part of the government. In his article discussing 
the new court decisions in matters involving offenses 
against the state,’** the Federal Attorney stated his policy 
with respect to this and other problems of economic espio- 
nage. Always important is the protection of the inter- 
ests of third parties. This, it seems, accounted for his ob- 
jection to the questionnaires sent to the shareholders of the 


116 Art. 18 of the Penal Code. 

117 “mit Wissen und Willen”; “avec conscience et volonté.” BGE 74 IV 205; 
68 IV 29; 661 112-3. 

118 See the Bonnard case, BGE 80 IV 71 (1954), for a detailed discussion 
of these problems. 

119 And this, it should be noted, was the original idea of the Espionage Act, 
supra. 

120 Bundesanwalt Professor Werner Liithi, Zur neueren Rechtsprechung 
tiber Delikte gegen den Staat, 69 ScHWEIz. ZEITSCHRIFT FUR STRAFRECHT 298 
and especially 331-333 (1954). 
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Interhandel corporation in the course of the litigation dis- 
cussed above, and also for his seizure of the documents 
of the Sturzenegger bank. It is of further interest to 
have a clear statement by the Federal Attorney that Ar- 
ticle 273 will not be applicable in cases where informa- 
tion is customary and necessary in the regular course of 
business, such as where a Swiss firm furnishes information 
about its own production methods and production capac- 
ity for the purpose of bringing in business, or where infor- 
mation is furnished concerning solvency and credit status 
of a Swiss firm, provided this is done for a legitimate 
purpose. 

In conclusion a few words on the effect of bank secrecy 
and economic espionage on court proceedings are perti- 
nent. In Switzerland, as described above, the duty to 
testify and to produce documents is regulated in most 
cases by the cantonal procedural codes, and only in rare 
cases, where the Federal Tribunal acts as a trial court,” 
by the federal procedural codes. What has been said 
with respect to the banking secret applies equally to the 
disclosure of manufacturing and business secrets since the 
banking secret in many jurisdictions is treated as a “busi- 
ness secret.” As has been shown, there is not always agree- 
ment on what should and what should not be disclosed, 
and much is left to the discretion of the judge, but disclo- 
sure made in obedience to an order of a Swiss court will 
exempt one from criminal prosecution.” Outside of 
Switzerland the problem can be solved only by treaty. 
Switzerland is a member of the Hague International Con- 
vention Concerning Civil Procedure of July 17, 1905, and 
has a number of treaties with individual nations regulat- 
ing procedural matters.** ‘There is no such treaty be- 


121 Supra. The questionnaire was later withdrawn. 


122 Arts. 110 et seq. of the Federal Constitution and Arts. 41 et seq. of the 
- emaen uber die Organisation der Bundesrechtspflege yom 16. Dezember 


123 Art. 32 of the Penal Code. 
124 ZR 48 (1949) Nos. 16 and 157. See Meyer, supra note 2, at 413 n. 10. 


same eat es t. Oe oe mete — 
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tween Switzerland and the United States. In view of the 
extensive international involvements of the United States, 
treaties concerning procedure have become a necessity.’” 


125 International cooperation can be worked out in spite of the secrecy laws, 
as is illustrated by a case which occurred in Zurich in 1936. Due to appropriate 
treaty provisions a foreign prosecutor was there treated as if he were a Swiss 
prosecutor : 

The prosecuting authority of the Canton of Zurich had been requested by 
its counterpart in Vienna, Austria, to render judicial assistance pursuant to 
the Treaty of March 10, 1896, between Switzerland and Austria-Hungary, 
in a criminal investigation "against one B and others for having concealed assets 
belonging to his estate in bankruptcy, for defrauding creditors, and for perjury. 
B was accused of having brought, with the aid of his co-defendants, enormous 
amounts of money to Switzerland in order to conceal them from his creditors. 
With consent of the Federal Department of Justice and Police, the prosecuting 
attorney of Vienna participated in the investigations in Zurich. In one of the 
banks, an account No. 162 was traced as belonging to one of the co-defendants. 
The bank opposed the examination of its books and papers on the ground that 
names of other persons not named as co-defendants appeared in the account 
which it could not reveal because of the banking secret. It appeared that more 
than a million and a half francs had been withdrawn. The highest court of the 
Canton of Zurich found that, in order to trace the concealed money, it was 
absolutely necessary to examine the bank’s books and papers, since there was 
suspicion that the money had been paid to other accounts in the name of 
dummies. The papers were of importance for the purpose of the investigation, 
and therefore their examination was deemed authorized by Sec. 100 par. 2 of 
the Zurich Code of Criminal Procedure. The bank was held not to be entitled 
to refuse information because Sec. 130 of the Zurich Code of Criminal Proce- 
dure extended this privilege only to clergymen, doctors, and attorneys. (Zurich, 
Obergericht, decision of Guahar 12, 1936, ZR vol. 36 No. 108.) 
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EDITORIAL NOTES 
THE TAXATION OF UNRESTRICTED STOCK OPTIONS 


INTRODUCTION + 


A problem of major importance to American industry in today’s 
era of high taxes is the adequate compensation of corporate manage- 
ment. Under the American system of free enterprise the responsi- 
bility and initiative for creative ideas in the production and market- 
ing of goods falls on the shoulders of top management, and if their 
incentive to work is stifled by diminishing take home pay the country 
as a whole will ultimately suffer. 

When adjustment is made for decline in the purchasing power of 
the dollar and for increased taxes the net take home pay of top man- 
agement between 1939 and 1951 was down about 60 per cent.? To- 
day’s high tax rates make it necessary to give a higher bracket execu- 
tive a gross salary increase several times the actual net benefits con- 
ferred after taxes. This situation has made it difficult for corpora- 
tions to attract and hold key management personnel. In casting about 
for a solution to this problem the businessman has several alterna- 
tives to choose from. Among the alternatives are pension and profit 
sharing plans * and restricted stock options. Both of these methods, 
however, require strict compliance with the statutory provisions of 
the Code, and in the case of pension and profit sharing plans, such 
plans may not discriminate in favor of management. Though pen- 
sion and profit sharing plans are not very adaptable, employees are 
enabled, in effect, to save money for later years when their earning 
power is expected to diminish and to postpone the taxation of their 
savings until they withdraw funds from the plan, at which time they 
are likely to be in a lower tax bracket. 

Unlike pension and profit sharing plans, restricted stock options 
may be used to discriminate in favor of management. However, this 
type of option suffers from a most serious defect, namely, that the 
employer does not get an income tax deduction with respect to the 
option regardless of how the employee is taxed on it. In order to 


1 Author’s Note: Citations to the Internal Revenue Code refer to the Internal 
Revenue Code of 1954, enacted on August 16, 1954. Since regulations dealing 
with the provisions of the 1954 Code have not as yet been issued, citations to 
income tax regulations refer to United States Treasury Regulations 118 (1953), 
which apply to the Internal Revenue Code of 1939, as amended. 

2 Bursk, Thinking Ahead, 30 Harv. Bus. Rev. 141 (1952). 

3 Int. Rev. Cope, § 401 

4Int. Rev. Cone, § 421. 

5Int. Rev. Cone § 401(a) (3) (B). 

6Int. Rev. Cone § 421(a) (2). 
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get favorable tax treatment an employee must make no disposition 
of the shares acquired by him within two years from the date of the 
granting of the option nor within six months after the transfer of 
such shares to him. Moreover, the exercise is restricted to one who 
qualifies as an employee or one who exercises his option within three 
months after he ceases to be an employee of the issuing corporation, 
a parent or subsidiary thereof. Finally, the option price must be not 
less than 85 per cent of the fair market value of the stock at the time 
the option is granted.’ All these requirements are rigorous and 
make for inflexibility in the application of restricted stock options to 
changing conditions. 

Another alternative is the unrestricted stock option, the use of 
which should be given added impetus by the recent decisions of Mc- 
Namara v, Commissioner * and Lo Bue v. Commissioner. The pur- 
pose of this article is to discuss the effect of these cases on the law 
as it existed at the time of their decision, and, since the Internal 
Revenue Code of 1954 makes no departure from the 1939 Code in 
the treatment to be accorded unrestricted stock options,’° upon pres- 
ent law. 


Options IssuEp Prior To Fesruary 26, 1945 


Prior to the decision in Commissioner v. Smith™ options of em- 
ployees to purchase stock of their employers fell into two broad cate- 
gories. The first category is referred to as a “bargain purchase” or 
“proprietary stock option.” Proprietary options are granted: 


. as incentive devices by corporations who wish to attract 
new management, to convert their officers into “partners” by 
giving them a stake in the business, to retain the services of 
executives who might otherwise leave, or to give their employees 
generally a more direct interest in the success of the corpora- 
tion.’* 


This stock option when used as an incentive device is designed to 
give the employee a “proprietary” regard for the success of the com- 


TInt. Rev. Cope § 421(d) (1) (A). 

8210 F.2d 505 (7th Cir. 1954). 

922 T.C. No. 58 (1954). 

10 Int. Rev. Cong §61(a). The Senate Committee Report [Sen. Rep. No. 
1622, 83d Cong., 2d Sess. 168 (1954) ]) in regard to the definition of Gross In- 
come under §61 said at page 168: “This section corresponds to section 22(a) 
of the 1939 Code. . . . Section 61(a) is as broad in scope as section 22(a). It 
is not intended to change the concept of income that obtains under section 
22(a). Therefore, although the section 22(a) phrase ‘in whatever form paid’ 
has been eliminated, Statutory gross income will continue to include income 
realized in any form.” 

11 324 U.S. 177, rehearing denied, 324 U.S. 695 (1945). 

12 Sen. Rep. No. 2375, 81st Cong., 2d Sess. 59 (1950). 
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pany. The exercise of an option designated as “proprietary” does 
not entitle the employer to a deduction for compensation paid,’* and 
the employee does not realize income at that time. 

In the second category the stock option is used not as an incentive 
device to give the employee a proprietary interest in the company, 
but as a means of compensating the employee for his services. In 
this “compensatory” type stock option the employee is taxed on the 
excess of the fair market value of the stock on the date of exercise of 
the option, over the option price, and the employer is entitled to a 
deduction in the same amount from his income.** 

The authority for taxing the spread between the option price and 
the fair market value of the stock at the date of exercise was pro- 
vided by Treasury Regulations 111, Sec. 29.22(a)-1, as follows: 


What Included in Gross Income. . . If property is transferred 
by a corporation to a shareholder, or by an employer to an em- 
ployee, for an amount substantially less than its fair market 
value, regardless of whether the transfer is in the guise of a sale 
or exchange, such shareholder or employee shall include in gross 
income the difference between the amount paid for the property 
and the amount of its fair market value to the extent that such 
difference is in the nature of (1) compensation for services ren- 
dered or to be rendered. 


This regulation required the courts considering stock option cases to 
determine whether or not the option was given as compensation to 
an employee, a question of fact concerning the intent of the parties.*® 
If the agreement between the parties shows that the amount to be 
paid in connection with the acquisition of stock in the employer- 
corporation is fixed or controlled by services rendered or to be ren- 
dered and further shows that the employee agrees to receive payment 
of his compensation in the form of stock, the parties should not be 
heard to say that the excess of the fair market value of the stock 
over the cash paid by the employee should not be treated as compen- 
sation for income tax purposes.** The absence of such definite 
understanding or express declaration in the agreement does not 


13 Abraham Rosenberg, 20 T.C. 5 (1953); Martin L. Straus, 21 T.C.M. 681 
(1952) ; Herbert G. Springford, 41 B.T.A. 1001 (1940) ; The Electric Storage 
Battery Co.; 39 B.T.A. 121 (1939) ; Gordon M. Evans, 38 B.T.A. 1406 (1938) ; 
Delbert B. Geeseman, 38 B.T.A. 258 (1938) ; Merhengood Corporation vy. Hel- 
vering, 89 F.2d 972 (D.C. Cir. 1937) ; compare Commissioner vy. Bradner, 209 
F.2d 956 (6th Cir. 1953). The employee will be taxed, however, to the extent 
that the sales price realized on the subsequent disposition of the stock exceeds 
what he paid for it. 

14 Estate of Edward J. Connolly, 45 B.T.A. 374 tag A LF, 135 F.2d 64 
(6th Cir. 1943) ; Albert Russel Erskine, 26 B.T.A. 147 (1932). 

“a Rosenberg, 20 T.C. 5 (1953) ; Bogardus v. Comm. 302 U.S. 34 

16 Albert Russel Erskine, 26 B.T.A. 147 (1932). 
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negate the compensatory element of the transaction if the circum- 
stances surrounding the agreement are such as to render unreason- 
able a conclusion that the acquisition of the stock did not in part 
represent the payment of compensation.*’ 

Among the more important evidentiary factors considered by the 
courts in arriving at a determination as to whether a stock option 
was proprietary or compensatory are the following: (a) that a sub- 
stantial spread, favorable to the employee, existed between the option 
price and the fair market value of the stock on the date the option 
was granted;** (b) that the employees salary was reduced or his 
duties changed in consideration of the granting of the option ;*® (c) 
that the option plan replaced a prior bonus arrangement ;?° (d) that 
the employee agreed to serve the corporation at a fixed salary dispro- 
portionate to the value of his services ;7*  (e) the intent of the par- 
ties as gathered from the written terms of the agreement ;??_ (f) that 
it was necessary for the employee to continue in the service of the 
corporation in order to exercise the option ;?* (g) that the employer 
claimed a deduction in its income taxes for the year in which the 
option was granted or the stock was transferred to the employee. 


17 Delbert B. Geeseman, 38 B.T.A. 258, 264 (1938). 
18 Cases where there was a substantial spread and the option was held to be 
compensatory: Estate of Edward J. Connolly, 45 B.T.A. 374 (1941), aff'd, 
135 F.2d 64 (6th Cir. 1943) (the market price was more than 100% greater 
than the option price) ; Edward J. o> 44 B.T.A. 322 (1941) rw of 
stock more than 5 times price paid) ; W. M. Ritter Lumber Co., 30 B.T.A. 231 
(1934) ; Albert Russel Erskine, 26 B.T.A. 147 (1932). Cases where there was 
little or no spread and option was held to be noncompensatory: Bothwell v. 
Comm., 77 F.2d 35 (10th Cir. 1935); Rossheim v. Comm., 92 F.2d 247 (3d 
Cir. 1937); Charles E. Adams, 39 B.T.A. 387 (1939) ; Delbert B. Geeseman, 
38 B.T.A. 258 (1938) (court concluded that the spread was not so great as to 
compel the conclusion that the option was compensatory). 

19 Cases where the employees’ salary or duties were changed and the option 
was held compensatory: Albert Russel Erskine, 26 B.T.A. 147 (1932); Com- 
mercial Investment Trust Corp., 28 B.T.A. 143 (1933). Cases where the 
employees’ salaries or duties were not changed and the option was held to be 
noncompensatory: Delbert B. Geeseman, 38 B.T.A. 258 (1938); Gordon M. 
Evans, 38 B.T.A. 1406 (1938). 

20 Mason v. Commissioner, 125 F.2d 540 (6th Cir.), cert. denied, 317 U.S. 
657 (1942) ; Albert Russel Erskine, 26 B.T.A. 147 (1932). Cf. Otto C. Schultz, 
17 T.C. 695 (1951). 

21 Estate of Edward J. Connolly, 45 B.T.A. 374 (1941), aff'd, 135 F.2d 64 
(6th Cir. 1943); Edward J. Epsen, 44 B.T.A. 322 (1941); Albert Russel 
Erskine, 26 B.T.A. 147 (1932). 

22 Estate of Edward J. Connolly, 45 B.T.A. 374 (1941), aff'd, 135 F.2d 64 
(6th Cir. 1943) ; Van Dusen v. Commissioner, 166 F.2d 647 (9th Cir. 1948) ; In 
Abraham Rosenberg, 20 T.C. 5 '(1953) where the language of the agreement 
was to the effect that the option was granted in order to induce the employee 
to enter into an employment agreement, the court held that the language was 
not conclusive and that the option was noncompensatory. 

28 Van Dusen v. Commissioner, 166 F.2d 647 (9th Cir. 1948); Norman G. 
Nicholson, 13 T.C. 690 (1949). 


24 This fact is not binding upon the employee. See Philip J. Lo Bue, 22 T.C. 
No. 58 (1954). 
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With so many factors involved in the determination it is obvious that 
they will appear in various combinations and that no single factor 
in and of itself will be decisive of the question. The fact that there 
was a substantial spread, favorable to the employee, between the op- 
tion and market prices seems to have been the most influential single 
factor in the decisions prior to the Smith case.** Indeed in Palmer 
v. Commissioner,?* in an analogous situation, where a corforation 
gave options to one of its stockholders to purchase stock and the 
option prices were fixed at the market price when the options were 
granted, Mr. Justice Stone, speaking for the court, stated that the 
taxability of the stock purchase rights depended chiefly on the exist- 
ence of a favorable spread at the time of their issuance.?” This seems 
to be the starting point for nearly all the stock option cases, since 
under normal conditions the purchase of property does not result in 
the realization of taxable income but rather in the acquisition of an 
asset with a view to the later realization of gain or profit through 
its use or subsequent sale; and upon sale the general rule is that no 
taxable gain is realized until the seller has recovered his cost or 
capital.?* 

The leading stock option case decided by the Tax Court prior to 
the Smith case is Delbert B. Geeseman.*® There the employer 
“.. . recognizing the value to it of the continuance of the services 
of D. B. Geeseman . . . and desiring the continuance of such serv- 
ices .. .” granted to the employee an option to buy its stock at $40 
per share.*° The stock at that time was selling on the market at $58 
per share. Subsequently when the market price had declined to $35, 
the option price was changed to $30 per share. The Chairman of 
the Board stated, “. .. [T]he purpose of the . . . option plans was 
to afford the personnel of the company an incentive by which their 
loyal support of the organization could be secured both as employees 
and as stockholders through the advantage of being able to purchase 
stock of the company at a price below that at which it could be pur- 
chased in the open market.” ** The option provided that if the tax- 
payer was discharged or resigned or died prior to the expiration date 
of the contract, he or his estate could purchase only the installments 
which had accrued at that time. At the times when the option was 
exercised the stock sold on the market for about $62 and $72 per 


25 324 U.S. 177, ma denied, 324 U.S. 695 (1945). 
26 302 U.S. 63 a9 37). 

27 Td. at 71. 

28 Burnet v. Logan, 283 U.S. 404 (1931). 

29 38 B.T.A. 258 (1938). 

30 Td. at 259. 

81 Jd. at 261. 




































































































































services thus rendered. The taxpayer was active in the reorganiza- 
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share. In finding for the taxpayer, the Board emphasized that the 
terms and conditions of the taxpayer’s employment and the salary 
he was receiving were in no way changed by the terms of the option 
to purchase stock. Turning its attention to the option price as com- 
pared with the market price at the time when the option was granted 
the Board said: 


PT ]he price to be paid . . . was substantial and, if considera- 
tion be given to the language of the offer, the margin of differ- 
ence between the option price and the current market price at 
the time the option price was fixed, and to the fluctuation of 
prices on the stock market during the period in which the offer 
was made, we do not believe that it can be said that the margin 
of difference between the offering price and the fair market value 
of the stock was so great as to require the conclusion that the 
transaction here constituted the payment of compensation.*? 


The Board in its decision recognized that in nearly all stock option 
cases both the element of “bargain purchase” or “proprietary option” 
and the element of “compensation” are present and said: 


In the first place, it may not be said that the acquisition of 
the stock . . . was not a purchase merely because the price paid 
was substantially lower than the price at which the same stock 
was then selling on the market, and, in the second place, obvious 
facts are ignored if it be said that the stock transaction was 
separate and apart from, or was not based upon, the employer- 
employee relationship, or that it had no relation to services ren- 
dered or to be rendered. In practically all such cases both ele- 
ments are present and decision is impossible if the absence of 
one or the other is essential thereto.** 


Thus the Geeseman case firmly established the doctrine that the 
exercise of a stock option would not result in taxation if it was found 
to be non-compensatory. 


Tue SMITH DECISION AND ITs RESULTS 


In Commissioner v. Smith ** the taxpayer was an employee of 
Western Cooperage Co. which had taken over the management of 
Hawley Pulp and Paper Co. pursuant to a plan for its reorganization. 
Hawley was in financial difficulties and Western was to retire a 
certain part of Hawley’s indebtedness annually and when the indebt- 
edness was reduced to a certain amount Western was to receive 
specified amounts of Hawley’s capital stock as compensation for the 


82 Id. at 265. 
38 Jd. at 263. 
34 324 U.S. 177, rehearing denied, 324 U.S. 695 (1945). 
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tion of Hawley, and pursuant to an oral agreement the Board of 
Directors of Western by resolution in December, 1934, and “in con- 
sideration of services rendered” prior to the resolution date, agreed 
in writing to sell to taxpayer at his option, at 10 cents a share, a 
specified proportion of such shares of common stock as it might be 
entitled to receive under its contract with Hawley. At the date 
when the option was granted the market price of the stock was prac- 
tically the same as the option price. In March 1938 Western became 
entitled to the stipulated number of shares under the contract with 
Hawley, and the taxpayer in 1938 and 1939 acquired from Western 
large amounts of the stock on payment of the option price. In 1938 
the market value of the stock acquired exceeded the option price by 
$81,021.00 and in 1939 the excess was $71,663.00. The Tax Court 
found that the option had been granted to the taxpayer as compensa- 
tion for services rendered,** and held the excess of the fair market 
value of the stock over the option price to be income to the taxpayer 
when the stock was received. The United States Court of Appeals 
reversed, but on certiorari the Supreme Court agreed with the Tax 
Court that the option had no value when granted, since the market 
price and the option price were practically the same. As the Supreme 
Court pointed out, it was clear that the compensation intended was 
that which could be derived from the exercise of the option after the 
anticipated advance in the market price of the stock.** This conclu- 
sion was necessary since the option could not be exercised until the 
taxpayer’s employer had succeeded in reducing the indebtedness of 
Hawley. The employer would not receive the stock in Hawley, 
which was the subject of the option, until this condition precedent 
was fulfilled. This restriction or condition precedent, based upon a 
contingency, to the exercise of the option deprived the option itself 
of a fair market value and prevented it from being the intended 
compensation. On this point the Supreme Court set out, by way of 
dictum, the following hypothetical circumstances: 


In certain aspects an option may be spoken of as “property” 
in the hands of the option holder. . . . When the option price is 
less than the market price of the property for the purchase of 
which the option is given, it may have present value and may be 
found to be itself the compensation for services rendered... . It 
of course does not follow that in other circumstances not here 
present the option itself, rather than the proceeds of its exercise, 
could not be found to be the only intended compensation.*’ 


85 The taxpayer at the trial “testified that the option was given to him as 
compensation for such services.” John H. Smith, 12 T.C.M. 313, 316 (1943). 

8° The taxpayer not only admitted that the option was intended as compen- 
sation, but a subsequent rise in the market — of the stock was admittedly 
anticipated by both the taxpayer and his employ 

37 324 U.S. 177, 181, rehearing denied, 324 US. 695 (1945). 
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Following the Smith case the Commissioner promptly amended the 
regulations,** flatly declaring that if property is transferred by an 
employer to an employee for less than its value, regardless of whether 
the transfer is in the form of a sale or exchange the difference between 
the amount paid for the property and its market value is in the 
nature of compensation to the employee. These regulations still stand 
but it has been questioned whether they do not go beyond the Smith 
case ** since they eliminate altogether the question of intention to 
compensate. The Smith case did return the factor of the spread 
between the option price and the market price of the stock at the 
time of the grant of the option to its proper perspective as merely one 
of the factors to be considered in deciding whether the option was 
granted as compensation. Although the Smith case did not wean 
the Tax Court away from the Geeseman doctrine,* it did reinforce 
earlier doubts as to its breadth sufficiently to discourage the use of 
unrestricted stock options.** 


RECENT DEVELOPMENTS 


Several recent cases involving options issued after February 23, 
1945, have come before the courts and the results of these decisions 
indicate that unrestricted stock options may again come into vogue 


as a method of deferring executive compensation or of giving him a 
proprietary interest in the business. 

In McNamara v. Commissioner,*® Mr. John F. Cuneo, a large 
stockholder in National Tea Company, had talked to the taxpayer 
during 1944 in regard to managing National. The taxpayer indi- 
cated that he would do this, but that if he did, he would want an 
opportunity to acquire some of the National stock. In February 1945 
the taxpayer received a letter from Cuneo setting forth a proposed 
contract of employment and asking for taxpayer’s assurances that he 
would sign the contract if Cuneo could secure its approval by Na- 


38 These regulations now are Regs. 118, Sec. 39.22(a)-(1)(c). The 1946 
amendment is published in T.D. 5507, 1946-1 Cum. But. 18. A ruling con- 
cerning employee stock options was issued at the same time. I.T. 3795, 1946-1 
Cum. Butt. 15. Treasury Decision 5507, 1946-1 Cum. But. 18, does not apply 
to the case of the exercise or transfer of an option which was granted to an 
employee prior to February 26, 1945, the date the decision was handed down in 
Commissioner v. Smith. 

39 In its Report on the Revenue Act of 1950, the Senate Finance Committee 
stated: “At the present time the taxation of these options is governed by regu- 
lations which impede the use of the employee stock option for incentive pur- 
poses. Moreover, your committee believes these regulations go beyond the deci- 
sion of the Supreme Court in Commissioner y. Smith... .” Sen. Rep. No. 
2375, 81st Cong., 24 Sess. 59 (1950). 

40 See Norman G. Nicholson, 13 T.C. 690 (1949). 

41 See note 39, supra. 

42 210 F.2d 505 (7th Cir. 1954). 
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tional. The contract set forth the taxpayer’s compensation and pro- 
vided that he was to have an option to buy 12,500 shares of National 
stock. In March 1945 taxpayer was elected a vice president of Na- 
tional and began working for it. At this time he had neither an 
employment contract or an option since action had been held in abey- 
ance because the company wanted to clear the matter with the Wage 
Stabilization authorities. In the summer of 1945 wage stabilization 
was discontinued, and on August 24, 1945, taxpayer entered into an 
employment contract ** with National for two years, the Board of 
Directors adopting resolutions concerning his salary and the option. 

The important terms of the option were: (1) It was exercisable 
by the taxpayer, his heirs, executors, administrators and assigns. 
(2) It was exercisable over a two year period beginning August 24, 
1945. (3) It provided for the transfer of 12,500 shares at $16 per 
share. (4) Taxpayer could purchase 3,125 shares during the first 
six months of the contract and a like amount for each succeeding six 
months over the life of the contract and the number of shares could 
accumulate to the date of purchase. 

In March 1946 the taxpayer exercised his option purchasing 6,250 
shares (at the option price of $16 per share) for a total of $100,000 
at a time when the market value of the stock was $178,125 and again 
in March 1947 he purchased an additional 6,250 shares for $100,000 
when the market price was $177,345.75. The Tax Court upheld the 
Commissioner as to his assessment of the tax on the basis that it was 
compensation in the year when the option was exercised by the tax- 
payer to the extent that the market price of the stock exceeded the 
option price. The United States Court of Appeals for the Seventh 
Circuit came to the conclusion that the intended compensation was 
the grant of the option in 1945 and that therefore the subsequent 
exercise of the option did not result in the realization of taxable 
income. The controlling factor, according to the Court of Appeals, 
was the intention of the parties.** Among the evidential factors con- 
sidered by the court in arriving at its determination that the option 
itself was the intended compensation were: the employment contract 
and the circumstances leading up to its adoption by the parties; the 
express terms of the option itself, including the fact that it was 
assignable; the fact that the option had an ascertainable value at the 
date it was granted ; the resolution of the Board of Directors author- 


43 This contract was dated back to March 21, 1945, the date when taxpayer 
began working for National. 


asa support thereof the court cited Bogardus v. Commissioner, 302 U.S. 34 
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izing the contract and the option; and the acts of the parties as ex- 
pressions of their intent concerning the option. 

The proposed contract of employment submitted to and accepted 
by the taxpayer in February 1945 provided for a fixed salary and a 
percentage of net profits as the cash compensation and in addition 
thereto an option to purchase 12,500 shares of National’s stock. The 
term of this proposed contract was one year and the later two year 
option actually adopted may have merely evidenced a continuation 
of his original intention to compensate the taxpayer in 1945. The 
actual contract itself in no way tied the taxpayer’s exercise of the 
option to his continued employment. 

The fact that the option was assignable directly bears upon its 
having an ascertainable market value on the date it was granted. 
The option was worth at least $9,375 at the time it was granted 
since it could have been exercised on that date to obtain 3,125 shares 
of stock worth $59,373 for a cash outlay of $50,000. It must have 
had at least some additional speculative value depending on the future 
outlook of the stock and its relation to the market. The fact that 
the purchase of stock was restricted to 3,125 shares in successive six 
month periods causes the fair market value of the option as to future 
periods to be speculative, but “puts” and “calls” are regularly adver- 
tised by specialists in these transactions who would be competent to 
place a valuation on options of this type. While the option did not 
give the taxpayer the ownership of the stock, it did give him an 
assignable right to buy the stock at a bargain price, a right which 
the taxpayer could have promptly sold for a substantial amount. 

The resolution of the Board of Directors of August 24, 1945, stated: 
“Now, therefore, Be it Resolved that the compensation of said officers 
for the present fiscal year shall be and the same is hereby fixed at 
cash salary of . . . and in addition thereto, stock options, as provided 
for in the next succeeding paragraph.” [Emphasis added.] This 
certainly was evidence bearing upon the intent of the parties, at the 
time of entering into the option agreement, to compensate taxpayer 
in the year 1945. 

As further evidence of the parties’ intent, the court pointed to the 
fact that the corporate employer in its federal income tax return for 
the year 1945 claimed a deduction for compensation to the taxpayer 
of $16,375.00, representing the value placed on the option as of the 
time it was granted and the corresponding inclusion of the same 
amount as income by the taxpayer. The court also stated that it was 
significant that the option originally proposed in March, 1945, speci- 
fied a price of $12 when the market price was $15 and that when the 
option was granted in August of that year the option price was 
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raised to $16 when the market price was $19 thus providing for a 
corresponding spread. The court’s comment as to this was: 


. . . This seems much more consistent with the parties having 
in mind the value of the option as a consideration for the peti- 
tioner’s services rather than a gain which he might realize by 
exercising his rights under the option during the years 1946 
and 1947.4 


Taking all the factors into consideration the court concluded that 
the parties intended the option as compensation to the taxpayer in 
the year 1945. 

The United States Court of Appeals distinguished the Smith case 
on the ground that the stock subject to the option in the Smith case, 
being stock of another corporation, had not been acquired by the 
employer when the option was granted and further that the option 
was only exercisable if and when the employer received the stock, 
an unpredictable contingency, which deprived the option of a fair 
market value. 

The result of the McNamara decision is that the taxpayer got stock 
worth over $355,000 for a cash outlay of $200,000 leaving a net gain 
to him of over $155,000 of which he was taxed on only $16,375. This 
decision indeed breathes new life into the stock option as a method 
of compensating employees. It does, however, introduce complicated 
problems as to the valuation of the option. 

Prior to the McNamara case the Tax Court decided Estate of 
Lauson Stone.*® There the corporation sold the taxpayer, employee, 
100 purchase warrant certificates for $1,000. These warrants were 
fully assignable and were exercisable at any time between October 
31, 1947, and May 1, 1952. Each warrant provided for the purchase 
of 100 shares of stock at a price of $21 per share. On May 1, 1947, 
the date when the taxpayer acquired the warrants, the market price 
of the stock was $19.75 per share. Both the corporation and the 
taxpayer placed a value of $6,000 on the warrants and the taxpayer 
in his income tax return for 1947 included $5,000 as additional com- 
pensation in respect of the warrants and the corporation deducted 
the same amount. Between June 24 and June 30, 1948, the taxpayer 
sold and transferred 89 of the warrant certificates representing the 
right to purchase 8,900 shares of stock for the sum of $82,680.50. 
This sale was reported in the taxpayer’s 1948 income tax return as 
a capital gain. The Commissioner relying upon I. T. 3795, 1946-1, 


45210 F.2d 505, 509 (7th Cir. 1954). 
4619 T.C. 872 (1953), aff'd, 210 F.2d 33 (1954). 
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Cum. Butt. 15,** contended that the stock purchase warrants had 
no market value when received in 1947, and that the net considera- 
tion received in their sale by the taxpayer in 1948 was taxable in full 
as additional compensation paid in that year. 

The Tax Court discussed the intention of the parties and whether 
it was the spread at the time of issue or at the time of exercise that 
was the intended compensation. It came to the conclusion, however, 
that the parties were dealing in the warrants and not the shares of 
stock that could be acquired thereunder. As support for this con- 
clusion, they recited the following facts, t.e., the taxpayer paid a 
valuable consideration for the issue of the warrants; the warrants 
were assignable from the time of issuance ; they were protected against 
dilution in value; and they were not contingent upon the continued 
employment of the taxpayer. The holding in effect was that the war- 
rants were the intended compensation ; that the warrants were “prop- 
erty” and “capital assets,” as defined in Section 117(a)(1) of the 
Internal Revenue Code of 1939, substantially Section 1221 of 1954 
Code; that the taxpayer’s basis was the amount paid for the prop- 
erty, increased by the amount included in his gross income; and that 
on the sale of the warrants the taxpayer realized long term capital 
gain. 

The Tax Court said that the stock purchase warrants differed 
widely from the usual stock purchase options and that they did not 
think I, T. 3795 was intended to cover warrants acquired by pur- 
chase, the fair market value of which on the date of delivery was in 
excess of the amount paid therefor. The Tax Court seems to have 
attached an undue importance to the word “warrant” since the war- 
rant itself was nothing but an option to buy stock and the warrants 
in the Stone case were almost exactly the same in legal effect as the 
options in the McNamara decision. The only difference in the two 
was that in the McNamara case the taxpayer could exercise the option 
to purchase only 3,125 shares at a time at six months’ intervals over 
a two year period while the Stone warrants could be exercised all 
at one time beginning six months after the date of issue. 

The Stone decision was handed down by the Tax Court on Febru- 
ary 20, 1953, and is in strange contrast to its later McNamara * 
4? That part of I.T. 3795 material here provides: 

I]f an employee receives an option on or after February 26, 1954, 
to " purchase stock of the employer corporation, . . . the employee realizes 
taxable income by way of compensation on the date upon which he receives 
the stock to the extent of the difference between the fair market value of 
the stock when it is received and the price paid therefor. 

If the employee transfers such option for consideration in an arms length 

transaction, the employee realizes taxable income by way of compensation 


to the extent of the value of such consideration. 
4819 T.C. 1001 (1953). 
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opinion decided on March 5. If one accepts the opinion of the Tax 
Court in the Stone case as correct, it follows, a fortiori, that the Tax 
Court decision in the McNamara case was erroneous, justifying its 
reversal by the Court of Appeals. 

It is interesting to note that the Tax Court opinion in the Stone 
case and the opinion of the Court of Appeals in the McNamara case 
both used the hypothetical situation *° described by the Supreme Court 
by way of dictum in the Smith case as the basis for their decision, 
while the Tax Court in the McNamara case thought the Smith case 
itself controlling. 

These two cases establish a new point of time in the course of a 
stock option transaction when the tax may be imposed, viz., the time 
that the option is granted. This requires that the option itself shall 
have an ascertainable fair market value. If the option is non-assign- 
able or its exercise is tied in with the employee’s continued employ- 
ment or some other contingent event it may deprive the option itself 
of value and cause the purchase of the stock to be the point in time 
when taxation is imposed. 

On May 28, 1954, the Tax Court handed down their opinion in 
Philip J. Lo Bue.®° The court was squarely confronted with the 
question of the validity of the Commissioner’s regulations ** promul- 
gated after the Smith case. The taxpayer had been granted options 
in 1945, 1946 and 1947 to purchase his employer’s stock. The option 
prices initially specified by the directors in granting the options 
slightly exceeded the fair market value of the stock at the time. The 
executive vice-president of the corporation had felt that the corpora- 
tion should provide some means to give its key employees a proprie- 
tary interest in the business because of his long standing belief that 
both the company and the employees would profit from employee 
stock ownership. Letters written by the executive vice-president 
accompanied the grant of each option and the tenor of these letters 
bespoke of the future progress and further expansion which would 
bring greater opportunities for the employees’ participation in the 
future of his company. The options were granted to between 36 and 
47 employees and the options were nontransferable. In the year 
1945 the corporation did not take a deduction for the difference be- 
tween the fair market value and the option price of stock options 
granted to employees in that year but in 1946 and 1947 the corpora- 
tion did deduct the excess of market value at the exercise date over 
the option price of stock sold to employees. The Tax Court found 

49 324 U.S. 177, 181, rehearing denied, 324 U.S. 695 (1945). 


50 22 T.C. No. 58 (1954). 
51U. S. Treas. Reg. 118, § 39.22(a)-(1) (c). 
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as a fact that the options granted to the taxpayer in 1945, 1946 and 
1947 were to give him a proprietary interest and not as compensa- 
tion for services. The Commissioner recognized the factual nature 
of the question presented with respect to the option granted to the 
taxpayer in January 1945. He argued, however, with respect to the 
options granted in 1946 and 1947, that T.D. 5507, 1946-1 Cum. 
Butt. 18, and I.T. 3795, 1946-1 Cum.Butt. 15, automatically required 
the excess of the fair market value of the stock over the option price 
paid for it to be taxed as compensation. The court in discussing 
the rulings stated that they were promulgated on the assumption that 
the Smith case held that any economic or financial benefit conferred 
on an employee was compensation, regardless of the form or mode 
by which the benefit was conferred and that this assumption was not 
warranted by the Smith case. 
: Concluding that the determination of whether a stock option is 
: granted to an employee to represent additional compensation or to 
give him a proprietary interest in the corporation remained a ques- 
: tion of fact for the court, it stated that the criteria set forth in the 
Geeseman case was still the most reliable guide and quoted as follows 
from that opinion : 


... [A]sa prerequisite to the conclusion sought by the respond- 
ent it should definitely and clearly appear that a transaction, 
which in form is nothing more than a purchase and to an obvious 
and substantial extent is unquestionably a purchase, is in fact to 
some extent the payment of compensation for services rendered 
or to be rendered.** 

The court then held that, here it “definitely and clearly” appeared 


that the granting of the options was not intended as additional com- 
pensation for services. 


CoNCLUSION 


The idea of taxing the option itself as the property transferred to 
the employee has been much discussed in tax circles since the Smith 
case. That decision set out a hypothetical set of facts which the 
courts used as the basis of their decisions in Stone and McNamara. 
Certainly an option to purchase stock is a property right and quali- 
fies as a capital asset. It should make no difference whether this 
option is exercised and the stock acquired as in the McNamara case 
or is later sold as in the Stone case. The Commissioner has felt that 
there is no difference.** Thus, there are established three points in 
time when an employee may be taxed on an option transaction, 












52 38 B.T.A. 258, 264 (1938). 
58 1.T. 3795, 1946-1 Cum. Buu. 15. 
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namely, at the time of the grant of the option, at the time it is exer- 
cised, or when the stock is ultimately disposed of. 

The Commissioner by amending his regulations following the 
Smith case may have been attempting to provide a method by which 
he could more feasibly administer the taxation of stock options. The 
theoretical distinction between a proprietary and a compensatory 
option is readily apparent but in actual practice the determination is 
difficult to make, particularly so since by giving an employee a pro- 
prietary option he is also compensated to some extent. Although four 
judges dissented from the Lo Bue opinion it is the author’s belief that 
the case was correctly decided. What actually takes place when a 
proprietary option is granted and exercised is that the stockholders 
agree to provide the employee with a proprietary interest in the busi- 
ness by making a gift to him of the amount of the dilution in their 
equity which results from the acquisition of the stock by him at a 
price below its true value. The option becomes compensatory only 
when some new consideration, other than that initially owed, moves 
from the employee to the corporation. The Code provides that gifts 
shall be free from income taxation to the donee. Whether or not an 
option is a gift or compensation for services is a factual question 
involving the intent of the parties. A basic principle of administra- 
tive law is that regulations of an agency are only lawful and valid if 
they are promulgated pursuant to the controlling statute, in this case 
the Internal Revenue Code. They are invalid and of no force if they 
are contrary to the legislative mandate contained in the Code. This 
is the real reason, subtle and unexpressed in the Lo Bue decision, 
why the Commissioner’s regulation should not deprive the courts of 
the right to make a determination as to whether an option is pro- 
prietary or compensatory. The determination is difficult, not impos- 
sible. Eser W. Licur, Jr. 


LEGAL ASPECTS OF THE FLUORIDATION OF 
PUBLIC DRINKING WATER 


INTRODUCTION 


During the past nine years there has been considerable and often 
acrimonious debate concerning the fluoridation of public drinking 
water by municipalities striving to prevent or lessen the incidence 
of tooth decay. Proponents point to results of fluoridation, wherein 
marked reduction in the incidence of tooth decay have been achieved ;* 

1See Knutson, Medical Progress: Case for Fluoridation, 246 New Enc. 


J. oF Mepicine, 737-743 (May 1952); Heustis, Working Together to Save 
Teeth in Michigan, 32 Topay’s HEALTH 13 (1954). 


4 
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opponents claim that important substantive rights are being violated,” 
that the effects of fluoridation, good and bad, are still largely un- 
known, and that bad effects probably outweigh the good.° 

In many sections of the United States, particularly in the area west 
of the Allegheny Mountains fluorine, in combination with various 
other elements, is frequently found in minute traces in springs and 
other sources of water.‘ In these parts of the country, a dental de- 
fect known as mottled enamel or dental fluorosis has been prevalent.° 
Investigation of this defect led to the discovery that it was caused 
by the presence of fluorine in the drinking water. In the course of 
these inquiries it was also found that fluorine tends to inhibit the 
formation of dental caries when absorbed from drinking water during 
the childhood years.’ 

Tooth decay is an almost universal dental disorder,* and had, be- 
fore the investigations into fluorosis, been considered unsolvable.* 
The United States Public Health Service has taken a serious view 
of the problem, stating: “It is estimated that the present generation 
of children will probably have lost half their teeth before the age of 
40 unless adequate preventive measures are adopted.” *° 

Because of this serious threat to health, the United States Public 
Health Service, in conjunction with a number of state health depart- 
ments, entered upon an extensive research program to utilize fluorides. 
The object was to discover a method whereby the beneficial effects 
of fluorine in preventing tooth decay could be obtained, while at the 
same time the disfiguring effects of dental fluorosis would be avoided. 
In 1942 one part per million, and in 1946, 1.5 parts per million, were 


2 Dowell v. City of Tulsa, 273 P.2d 859, 860 (Okla. 1954). 

’ Kraus v. City of Cleveland, 116 N.E.2d 779, 793, (Ct. Comm. Pl. Ohio 
1953) (where plaintiff's evidence is summarized). See also Spira, Chronic 
Fluorine Poisoning Even Without Water Fluoridation, 6 PREVENTION 59 (1954). 

* Fluorite, or Fluor Spar, 11 Encyctopepta AMERICANA 404 (1951). 

5 Dean, Endemic Fluorosis and Its Relation to Dental Caries, 53 Pus. HEALTH 
~ (1938). 


_™“The first thorough study of mottled enamel, that of Black and McKay 
[in Colorado] . . . reported as early as 1916 that, in regard to caries, the 
teeth of these Colorado Children compare favorably with those of other com- 
munities where endemic mottled enamel is unknown.” Jbid. Similar results 
were noted in Japan, Masaki, Geographic Distribution of Mottled Teeth in 
Japan, 36 Saikwa GakunHo (October, 1931); in England, Ainsworth, Mottled 
Teeth, 55 British Dentat J. 233 (1935); and in Argentina, Erausquin, 
Dientes Veteados, 23 Rev. Onont. 296 (1935). For further references to early 
research, see 53 Pus. HEALTH Rep. 1443 (1938). 

8“Dental. decay is perhaps the most widespread of all diseases. . . .” 
Better Health for 5 to 14 Cents a Year Through Fluoridated Water, Pustic 
for — PusticaTion No. 62, Revised April, 1951 (U.S. Pub. Health 

ery.) at p. 3. 

® Kraus v. City of Cleveland, 116 N.E.2d 779, 790 (Ct. Comm. Pl. Ohio 1953). 

10 See note 8 supra. 
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set as maximum fluorine concentrations acceptable to the United 
States Public Health Service." ; 

In 1945 the first pilot study of a national research program was 
set up in Grand Rapids, Michigan.’ There fluorides were added 
to the city drinking water; in a comparable nearby city, they were 
not added. Similar pairs of experimental communities were estab- 
lished elsewhere,"* with the programs designed to run for from 10 
to 15 years. These experiments have all tended to show a substan- 
tial reduction in the incidence of dental caries.** 

Fluorine and its compounds, the fluorides, are toxic chemicals, 
severely poisonous to the human body if present in excessive quanti- 
ties..5 However, if the indicated concentration in drinking water 
is not exceeded, it is non-toxic."* A great many people drink water 
in which there is a concentration of fluorine several times greater 
than that commonly employed in public fluoridation programs, and 
show no bad effects aside from mottled enamel.*7 Numerous au- 
thorities in the field of dentistry and public health have endorsed 
fluoridation,”® although the American Medical Association has not,?® 
but instead has adopted a “wait and see” policy. 

When fluorides are added to water, the color, odor and taste are 
unaffected.2° Moreover, it has been claimed there is no danger, from 
the nature of the additive process, whereby the machinery might break 


down and feed toxic amounts of the chemical into the water supply.”* 
Although the beneficial effect of the fluorine treatment is confined 
principally to those who were under eight when they began to ingest 


11 Kraus vy. City of Cleveland, 116 N.E.2d 779, 790 (Ct. Comm. Pl. Ohio 1953). 

12 Huestis, supra note 1. 

13 Kraus y. City of Cleveland, 116 N.E.2d 779, 791 (Ct. Comm. Pl. Ohio 1953), 
lists some of these communities, among which are Newburgh and Kingston, 
N. Y.; Bradford, Ont.; Lewistown, Idaho; Evanston, Ill.; Madison, Wis.; 
Marshall, Tex.; and Sheboygan, Wis. 

14 Jd., at 791. 

15 “Fluorides are violent poison to all living tissues because of their precipi- 
tation of calcium.” Unitep States DispeNsATorY 1456 (24th Ed. 1943). 

16 Kraus vy. Cleveland, 116 N.E.2d 779, 792 (Ct. Comm. Pl. Ohio 1953). 

17 [bid. 

18 See note 8 supra, at 4. These organizations are listed as endorsing fluorida- 
tion: American Dental Association, State and Territorial Health Directors, 
American Association of Public Health Dentists, United States Public Health 
Service of the Federal Security Agency, State and Territorial Health Officers, 
American Public Health Association. There is some dispute about whether 
the last-named organization has endorsed fluoridation. 

19 NoRTHWEST MEDICINE, 48 (Jan. 1952). 

20 See note 8 supra, at 11. 

21 Chapman y. City of Shreveport, 74 So.2d 142, 145 (La. 1954). See note 
8 supra, at 13, for details of additive processes. The compounds most commonly 
used are sodium fluoride, sodium silicofluoride, and hydrofluorosilicic acid. See 
also Howell, Burney, Day and Muhler, Choice of Agents in Control of Dental 
Caries, 42 Am. J. Pus. HEALTH 44-48. 
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fluorides,?* the preventive effects have been shown to last well into 
adult life.2* It has been reported that no injurious effects have been 
shown on birth or death rates, the elderly, the invalid, or the sick.” 
Nor, in these concentrations, have adverse effects been shown on in- 
dustrial processes.”® 

As a consequence of the above, a number of communities have 
either introduced fluoridation, or moved to do so.2* In some cities, 
the proposal has been fiercely attacked. Although as yet opponents 
of fluoridation have not been finally successful in court actions to 
prevent or halt it, in a number of places fluoridation has been de- 
feated at the polls in bitterly contested elections.” 

The results of fluoridation tests have not been entirely favorable, 
however. In the concentrations generally proposed (1 to 1.5 parts 
per million parts of water) it has been claimed that about 10 per 
cent of the children would probably develop a mild dental fluorosis.”* 
Further, some medical authorities feel that such a comprehensive 
public medication should not be adopted without more extensive and 
comprehensive study of all the effects of fluorine on the human body.”* 

It has been suggested that each individual could fluoridate his 
own water on a voluntary basis.*° On the other hand this proposal 
has been attacked as dangerous, and expensive.** It should also be 
noted that if the fluoride treatments are not followed regularly over 
a period of years, their efficacy is greatly reduced. 


DECISIONS OF THE CouRTS 
Opinions have been published adjudging the legality of fluorida- 


tion in four jurisdictions to date, and the United States Supreme 


22 See note 8 supra, at 4. 
. ae v. City of Shreveport, 74 So.2d 142, 144 (La. 1954). 


25 See note 8 supra, at 11. 

26 “By November 6, 1953, more than 840 communities, with a total population 
of 15,578,300, were using water supplies which had been artificially fluoridated. 
. . .” Chapman y. City of Shreveport, 74 So.2d 142, 144 (La. 1954). 

27“. . . [T]o date well over 400 cities, towns and communities, of all sizes, 
have rejected this mass medication in one way or another, either before or 
after operation of the system.” Washington Evening Star, Dec. 11, 1954, § A, 
p. 4, col. 5 (itr. to the ed.). 

28 Kraus v. City of Cleveland, 116 N.E.2d 779, 792 (Ct. Comm. Pl. Ohio 1953). 

29 Id., at 793. See also McClure, Non-Dental Effects of Trace Quantities 
of Fluorine in DENTAL CaRIES AND FLUORINE 74 (1946). 

30 Dowell v. City of Tulsa, 273 P.2d 859, 864 (Okla. 1954). Other sugges- 
tions for individual treatments with fluorides have been fluoridized chewing 

um, To Cut Tooth Decay: Fluorine in Chewing Gum, 63 ScieNcE News 

ETTER 200 (1953), and toothpaste containing fluorides, Eichler and Appel, 
yr ae of Fluoride-Containing Toothpaste, 2 ARZNEIMITTEL-FoRSCHUNG 

= > jo v. City of Tulsa, 273 P.2d 859, 864 (Okla. 1954). 
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Court has twice denied certiorari. De Aryan v. Butler * is the first 
of the reported decisions on fluoridation. Plaintiff, individually, as 
taxpayer and elector, and in a claimed representative capacity, sought 
an injunction against City officials of San Diego, California, to pre- 
vent them from adding a fluoride compound to the public drinking 
water supply, following adoption of a resolution by the City Council 
so providing. Plaintiff appealed after being non-suited in the trial 
court. The California District Court of Appeal affirmed, holding 
that the court had no power to review the city’s action or to issue 
the injunction. 

Plaintiff's principal contentions were three in number. First, he 
argued that fluoridation was beyond the power given the city by its 
charter. Second, he contended that the California Legislature, by 
refusing to pass fluoridation legislation, had in effect refused fluorida- 
tion as a public policy, and thus the action of the city violated the 
Tenth Amendment to the Federal Constitution by contravening the 
established state policy. Third, he claimed his rights to life and 
liberty under the Fourteenth Amendment to the Federal Constitu- 
tion were violated, especially the right to religious freedom. 

The court, after reviewing the evidence as to the value and possible 
bad effects of fluoridation, found that fluoridation of the public drink- 
ing water was not such an unreasonable exercise of the city’s police 
power as to render it subject to review by the courts. It found the 
necessary legislative delegation of power to justify this action by the 
city in its charter, and in the “Health and Safety Code.” The State 
Board of Public Health had made a finding that the water to be fur- 
nished under the fluoridation program complied with the statutory 
requirements for drinking water. 

There was no violation of the Tenth Amendment, because the 
legislature had not set any policy on fluoridation by refusing to pass 
a law providing for it.** The legislature had given the State Board 
of Health the authority to determine the suitability of drinking water ; 
this determination the court would not challenge. 

In regard to the contention that plaintiff’s religious liberty had 
been violated, the court said : 

The United States Supreme Court, in establishing and clarify- 
ing the Constitutional right of religious and other freedoms, has 
distinguished between the direct compulsions imposed upon in- 
dividuals, with penalties for violations, and those which are in- 
direct or reasonably incidental to a furnished service or facility.** 


33 119 Cal. App.2d 674, 260 P.2d 98 (1953), cert. denied, 347 U.S. 1012 (1954), 
20 Brooktyn L. Rev. 298 (1954). 


54 “Failure of the legislature to pass any particular measure is not conclusive 
— of its policy on the subject... .” IJd., at 103. 
35 Tbid. 
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The court declared that the basic question was whether any rights 
under the fundamental law had been violated. In finding that they 
had not, the court agreed with the distinction made in Cantwell v. 
State of Connecticut,2* where the rule was laid down that a state 
may regulate conduct for the protection of society, but not belief. 
Here, the state was regulating conduct; no penalty was imposed 
on any one who chose to use unfluoridated water, save, possibly, 
that of inconvenience and expense. It is of interest to note that the 
electorate of San Diego voted to stop fluoridation, 49,976 to 41,382, 
June 8, 1954, in a referendum on the subject.*” 

Kraus v. City of Cleveland ** was an action by plaintiff as a tax- 
payer to enjoin defendant city from spending any money to carry 
out certain city ordinances which provide for fluoridation of the pub- 
lic drinking water. The petition was dismissed by the trial court, 
and on appeal the dismissal was affirmed. 

Plaintiff assailed the constitutionality of fluoridation, claiming that 
the legislation was arbitrary, because all water users were compelled 
to drink treated water, though only children under twelve would 
benefit ; that citizens could not exercise a free choice in use of fluori- 
dated water; that freedom of religion, as provided in both the Ohio 
and Federal Constitutions was violated; and that this was mass 
medication and experimentation. It was also claimed that fluorida- 
tion is an adulteration of food and drink contrary to State and Fed- 
eral Pure Food and Drug Acts, and amounted to the unlawful prac- 
tice of medicine by the Director of Public Utilities of the city. 

The court held that this was primarily a matter for legislative 
discretion, as to the best means to safeguard the public health and 
welfare. The court quoted Jacobson v. Commonwealth of Massa- 
chusetts,®® as follows: 


. . . If there is any such power in the judiciary to review legis- 
lative action in respect of a matter affecting the general welfare, 
it can only be when that which the legislature has done comes 
within the rule that, if a statute purporting to have been enacted 
to protect the public health, the public morals, or the public 
safety, has no real or substantial relation to those objects, or 
is, beyond all question, a plain, palpable invasion of rights se- 
cured by the fundamental law, it is the duty of the courts to 
so adjudge, and thereby give effect to the Constitution.*° (Italics 
supplied by the Ohio court.) 


36 310 U.S. 296 (1939). 
87 BuLLETIN No. 478 (Citizens Medical Reference Bureau, Inc., N.Y. 1954). 


88121 N.E.2d 311 (Ohio 1954), affirming 116 N.E.2d 779 (Ct. Comm. Pl. 
Ohio 1953). 


89 197 U.S. 11, 31 (1905). 
49 121 N.E.2d 311, 314 (Ohio 1954). 
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There was found here no such plain and palpable invasion of fun- 
damental rights as to justify the court’s reviewing the action of the 
city since there was a sufficient relationship to the object sought 
so as not to be unreasonable or arbitrary. The court did not go 
into detailed argument as to each of plaintiff's contentions since it 
decided the case against plaintiff on constitutional grounds. 

In the case of Chapman v. City of Shreveport * plaintiffs, as tax- 
payers, residents, and purchasers of water from the city, instituted 
action to restrain the city from fluoridating the public water supply. 
The lower court issued a preliminary injunction forbidding the city 
from proceeding with the plans for fluoridation, on the grounds that 
under the city charter, there was no express or implied grant of 
power to fluoridate the water, and that this right did not vest in the 
city under its police power to protect the public health. It was 
held that fluoridation of the city water bears no reasonable relation 
to the public health, but that treatment of the teeth and dental hy- 
giene is for each individual to choose for himself and his family. 

On appeal by the city the decision was reversed, the court finding 
that the city’s charter allows it to take any measure reasonably re- 
lated to the public health. Prevention of tooth decay is within the 
realm of such measures; dental caries are a serious health problem 
in Shreveport. The fact that this is not a communicable disease 
does not affect the fact that it is a serious threat to the health and 
well-being of the city. It is not a “matter for private health and 
hygiene.” 4? 

Plaintiff contended that fluoridation is arbitrary and unreason- 
able because it may cause harm to adults, the aged and the ill, but 
the court said that this was not proved. Neither is it arbitrary be- 
cause only children benefit. Eventually the whole population will 
have benefited as the children reach maturity. A police measure 
to protect the public health is not arbitrary just because it does not 
take in all classes.** 

Plaintiffs claimed that it is arbitrary and unreasonable to force 
a person to submit to medication except to control a contagious 
disease, which tooth decay is not. This was answered by noting 
that there is no compulsion to drink the city water, and secondly, 
that this is not medication in the usual sense; the city is merely 
adding to the water a mineral that elsewhere is found naturally in it. 


ines 74 So.2d 142 (La. 1954), cert. denied, 23 U.S.L. Weex 3150 (U.S. Dec. 7, 


42 Td., at 145 and 146. 

48 Zucht v. King, 260 U.S. 174, 177 (1922) (holding constitutional and within 
the local police power an ordinance excluding from public school, children who 
had not been vaccinated against small-pox) was relied on as authority. 
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Finally, plaintiffs argued that if the city charter does give the city 
power to fluoridate its water, this is itself a violation of the Four- 
teenth Amendment of the Federal Constitution. The court rejected 
this contention. “. . . [T]he courts will not interfere except where 
the measures invade fundamental rights or are arbitrary, oppressive, 
or unreasonable. This is not a proper case for judicial interfer- 
ence.” ** Jacobson v. Commonwealth of Massachusetts, supra, was 
relied on by the court in this regard. 

Dowell v. City of Tulsa ** again involved an action by a taxpayer 
to restrain the addition of fluorides to defendant city’s water supply. 
Unsuccessful in the trial court, plaintiff appealed, arguing substan- 
tially the same grounds as in the previous three cases. The Supreme 
Court of Oklahoma held adversely to the plaintiff. 

After determining that the legislature did not intend to restrict 
its public health legislation to control of infectious and communicable 
diseases, the court posed this question: can the city exercise the 
power granted it by the legislature in what, practically speaking, 
amounts to a compulsory measure requiring all in the city to drink 
treated water so as to control a disease which is not infectious, con- 
tagious or dangerous?** Plaintiffs answered this question in the 
negative, citing the First and Fourteenth Amendments to the Federal 
Constitution as authority for the contention that they have a right 
to get city water that is not treated wih fluorides. The court an- 
swered : 


. . . [W]e think the weight of well-reasoned modern pre- 
cedent sustains the right of municipalities to adopt such reason- 
able and undiscriminating measures to improve their water sup- 
plies as are necessary to protect and improve the public health, 
even though no epidemic is imminent and no contagious disease 
or virus is directly involved.* 


The court went on to quote Chicago, B. & Q. R. Co., v. McGuire,** 
as quoted in West Coast Hotel Co. v. Parrish, as follows: “Liberty 


44 Chapman v. City of Shreveport, 74 So.2d 142, 146 (La. 1954). 

45 273 P.2d 859 (Okla. 1954). 

4° Id., at 861. This court recognizes that as a practical matter, most people 
are compelled to drink treated water in such a situation as this; some of the 
other courts whose opinions are here considered do not take this into con- 
sideration, apparently assuming that additional expense and inconvenience would 
be nominal, when in fact it would be quite burdensome. 

47 Td., at 862, citing Blue v. Beach, 155 Ind. 121, 56 N.E. 89, 50 L.R.A. 64 
(1900) and the Annotation thereto, at 80 Am. St. Rep. 212. See Viemeister v. 
White, 179 N.Y. 235, 72 N.E. 97 (1904). 

48 219 U.S. 549, 565 (1911). 

49 300 U.S. 379 (1937). 
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implies the absence of arbitrary restraint, not immunity from reason- 
able regulations.”®° 

Plaintiff attempted to draw a distinction between chlorination and 
fluoridation on the basis that the former kills germs, while the latter 
does not; this seemed unacceptable to the court, because benefit to 
the public health is the crucial test; it is immaterial whether this 
end is accomplished by killing bacteria or hardening the teeth against 
decay. An analogy was drawn here with the compulsory vaccination 
and inoculation cases. For the same reasons cited by the Louisiana 
court in Chapman v. City of Shreveport, supra, the court here held 
that the fact that this process acts to prevent tooth decay only in 
children does not establish it as arbitrary. 

In reply to plaintiff’s contention that this ordinance was a viola- 
tion of freedom of religion, the court adopted what the California 
court had said in De Aryan v. Butler, supra, adding that fluoridation 
is no more practicing medicine or dentistry “than a mother would 
be who furnishes her children a well-balanced diet. . . .” © 


LEGAL PROBLEMS 


As has been seen, opponents of fluoridation have not as yet had 
any final success in the courts. Their opposition has been based 
upon four contentions which are individually analyzed in this section. 

The first of these is that the ordinance providing for fluoridation 
is an exercise of power in excess of that granted the municipality 
in its charter. This, of course, depends on the local law. Usually, 
municipal charters provide that the city has power to enact ordinances 
to secure the public health, safety and welfare. If the court can not 
find authority for fluoridation under this grant of power, it will look 
to such state enactments as legislation setting up State Boards of 
Health, or establishing boards of inspection and standards. A good 
example of this problem and its solution under state law is found in 
De Aryan v. Butler, supra. 

The second contention is that state laws relating to the practice 
of medicine and dentistry, and state pure food laws, are violated. 
Generally speaking, these contentions would seem without merit, 
though of course the answer would depend largely on the statutory 
law of the jurisdiction. If chlorination of drinking water is not the 
unlicensed practice of medicine by the city, then it would appear that 
fluoridation is not either, as no distinction considered by the courts as 


50 Dowell v. City of Tulsa, 273 P.2d 859, 863 (Okla. 1954). 
51 Id., at 864. 
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valid in respect to the argument here has been drawn between the 
two processes.*? 

State pure food laws, which often provide that no fluoride com- 
pounds shall be added to food and drink intended for human con- 
sumption, usually provide that drinking water shall be inspected and 
approved by a state authority. If such state authority inspects and 
approves fluoridated water, as fit for human consumption, then this 
would appear to remove fluoridated water from the operation of such 
pure food laws. Suffice it to say that so far, no state court has had 
any difficulty in finding that provisions for fluoridation were not in 
conflict with the state pure food laws.** 

The third contention is that the ordinances providing for fluorida- 
tion are an unreasonable, arbitrary, capricious and oppressive exer- 
cise of the police power, in contravention of the Fourteenth Amend- 
ment to the Federal Constitution. This contention, and that as to 
freedom of religion, discussed infra, are the most important questions, 
and seem to have the most substance, of those anywhere raised by 
opponents of fluoridation. 

It is assumed for purposes of the following discussion that the 
governmental body acting on fluoridation has been delegated the full 
police power of the state as regards the public health, safety and 
welfare. 

It is a basic principle of constitutional law that every individual has 
the right to protect his health as he deems best, as part of his fun- 
damental personal liberties.°* However, this right is not absolute; 
it is subject to the police power of the state.*> That the state can 
pass, under this police power, a public health measure, has long been 
established.** The police power is a basic attribute of sovereignty ; 
the power to provide for the health of the inhabitants of the city is 
the most important of these police powers, with a greater liberty of 
legislation in this direction than in any other.5’ The police power 
has been called the least limitable of the powers of government,®* 


52 This is the argument used by the court in Dowell v. City of Tulsa. But 
ar comments on the distinction under the discussion re the fourth contention, 
infra. 

_ 58 See Dowell v. City of Tulsa, and De Aryan v. Butler, where this problem 
is disposed of in accord with local law. 

54 Br. Comm. 69 (Gavit-Browne ed. 1941) ; Slaughter-House Cases, 83 U.S. 
36 (U.S. 1883) ; Meyer v. Nebraska, 262 U.S. 390 (1923). 

55 Jacobson v. Massachusetts, 197 U.S. 11 (1905). 

56 Ibid. 

57 Cleaners Guild of Chicago v. Chicago, 312 Ill. App. 102, 37 N.E.2d 857 
(1941). See 6 McQuillan, THe Law or Municipar Corporations §§ 24.02, 
24.03, and 24.09 (1949); 7 McQuillan, Tae Law or Municrpat CorPorATIONS 
§§ 24.220 and 24.221 (1949). 

58 District of Columbia v. Brooke, 214 U.S. 138, 149 (1909). 
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with the preservation of the health and physical safety of the people 
a prime purpose for exercise of the police power.*® But there must 
be a reasonable relationship between the object of the exercise of the 
police power and the measure chosen.*° 

In Weaver v. Palmer Bros. Co.,* it was held that where alternate 
methods toward a desired end are available, the reasonableness of 
the choice of the legislature may depend in part on the fact that one 
method may work a greater hardship than another. This case in- 
volved a statute forbidding the use of shoddy in manufacturing com- 
fortables. In the light of the evidence, as to actual danger to public 
health, the statute was not found to bear a reasonable relationship 
to the end sought. In Richardson v. Beattie,** the New Hampshire 
court denied validity to a regulation forbidding human activity on 
a reservoir for the same reason. There was but slight danger to 
health, coupled with great property damage. In cases wherein the 
exercise of the police power of the municipality in the form of an 
ordinance is questioned, there is a presumption of the constitutionality 
of the ordinance, except where First Amendment rights are involved. 

Since 1930 the United States Supreme Court has tended to favor 
the rights of the individual, in cases involving the constitutionality 
of statutes, under the First and Fourteenth Amendments, particularly 


when freedoms of an essentially political nature have been in con- 
troversy,®* such as free speech and freedom to proselytise for a re- 
ligious faith.“* The presumption of constitutionality of legislative 
enactments still seems to hold, however, in other areas involving indi- 
vidual liberty. Though at first glance, this latter doctrine may seem 


on v. Town of Hudson, 315 Mass. 335, 52 N.E.2d 566, 570 
60 Antieau, The Powers of Municipal Corporations, 16 Mo. L. Rev. 118, 131 
(1951); Mr. Justice Holmes, dissenting in Tyson and Brother v. Banton, 273 
U.S. 418 (1927), at 446, disagrees: “I think the proper course is to recognize 
that a state legislature can do whatever it sees fit to do unless it is restrained 
by some express prohibition in the Constitution of the United States or of the 
State, and that courts should be careful not to extend such prohibitions beyond 
their obvious meaning by reading into them conceptions of public policy that 
the particular court may happen to entertain.” Notwithstanding Mr. Justice 
Holmes, legislation must be reasonably calculated to attain the desired objec- 
tive. Liggett Co. v. Baldridge, 278 U.S. 105 (1928); Burns Baking Co. v. 
(13323 264 U.S. 504 (1924); cf. Stephenson y. Binford, 287 U.S. 251, 272 

61 270 U.S. 402 (1926). Justices Holmes, Brandeis, and Stone dissented. 

62 98 N.H. 71, 95 A.2d 122 (1953). 

63 See King, Constitutional Rights and Municipal Law, 17 Gro. Wasu. L. 
Rey. 494 (1949). There was formerly a strong presumption in favor of con- 
stitutionality of a statute. See, for example, these cases involving free speech: 
Davis v. Massachusetts, 167 U.S. 43 (1897); Schenck v. United States, 249 
U.S. 47, 52 (1919). The newer rule is stated in Schneider v. New Jersey, 308 
U.S. 147, 161 (1939). See also Green, The Supreme Court, the Bill of Rights 
and the States, 97 U. or Pa. L. Rev. 608, 635 (1949). 

64 Cantwell v. Connecticut, 310 U.S. 296 (1940). 
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a threat to libertarian principles, in actuality it safeguards them. The 
distinction must be drawn between liberty and license. There could, 
of course, be true freedom for none, if all were absolutely immune 
to legal restraints.°° The cases wherein the presumption of consti- 
tutionality of statutes no longer exists are those involving actions 
and freedoms which do not interfere with the exercise of freedom 
by others,** or where there is no clear and present danger to the 
polity, either individually or collectively.” 

Exercise of free speech which does not threaten the safety or wel- 
fare of the community unreasonably or infringe on the rights of 
others is an inviolate right.** But where substantial rights of other 
individuals in the community are infringed, the municipality may act 
to correct the situation. 

So with religious freedom—where there is no interference with the 
liberty or safety of others, no compulsion may be exerted by the state 
regarding religious practices. But where, as in the case of con- 
tagion, the free exercise of religion would endanger the safety of 
the community,” or as in the case of polygamous marriage,”* would 
offend a basic principle upon which the community is founded, then 
the state must use its police power to protect its people and itself. 

The leading case on the state’s public health police powers over 
the individual is Jacobson v. Commonwealth of Massachusetts." 
Massachusetts had enacted a compulsory vaccination law, which ex- 
empted children under certain circumstances. The arguments made 
by the defendant, who had been convicted of refusing to be vaccin- 
ated, and those made by opponents to fluoridation, are analogous. 
In both cases, formidable and respectable medical opinions contrary 
to the policy decided on by the state government were quoted at 
length as establishing the unreasonableness of the state’s action. Fur- 
ther, it was shown that vaccination would have a harmful effect on a 
minority of the population, who were by predisposition more sensi- 
tive to the vaccine than most of the population; it has been con- 
ceded by proponents of fluoridation that possibly as high as ten 
per cent of the population would develop dental fluorosis.7* It was 


85 See BL. Comm. 69 (Gavit-Browne ed. 1941). 

66 West Virginia State Board of Education v. Barnette, 319 U.S. 624 (1943). 

87 Bridges v. California, 314 U.S. 252, 263 (1941); Thomas v. Collins, 323 
U.S. 516 (1945). 

88 See note 67, supra. 

6° Kovacs v. Cooper, 336 U.S. 77 (1949). 

7 West Virginia State Board of Education v. Barnette, 319 U.S. 624 (1944). 

71 State v. Armstrong, 39 Wash.2d 860, 239 P.2d 545 (1952). 

72 Reynolds v. United States, 98 U.S. 145 (1878). 

78 197 U.S. 11 (1905). 

1 See note 27, supra. 
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also argued that the law was unreasonable because it did not affect 
all groups in the population equally and because certain groups of 
children were exempted. Opponents of fluoridation have denied 
the right of the municipality to introduce poisons into the body under 
the guise of preventing tooth decay; defendant here questioned the 
power of the state to introduce harmful germs into people. 

In upholding the Massachusetts statute, the Court stated: “Upon 
the principle of self-defense, of paramount necessity, a community has 
the right to protect itself against an epidemic of disease which threat- 
ens the safety of its members.” ** With regard to the individual’s 
liberty, the Court said: “. . . But the liberty secured by the Con- 
stitution of the United States to every person within its jurisdiction 
does not import an absolute right in each person to be, at all times 
and in all circumstances, wholly freed from restraint.”"* It was 
admitted that the police power in public health matters could be 
exercised in such an extreme and arbitrary manner that the courts 
must interfere, to prevent oppression, but that these cases would 
have to be decided as they arose.” 

Chlorination of water was upheld in Commonwealth v. Town of 
Hudson."* There it was stated that “. . . the preservation of the 
health and physical safety of the people is a purpose of prime im- 
portance in the exercise of the police power.” *° 

In Zucht v. King *® it was held that the doors of public schools 
may be closed to unvaccinated pupils, and that reasonable classifica- 
tion is not a breach of the equal protection clause of the Constitu- 
tion. Students who refuse to submit to required chest X-rays can 
be excluded from a State University, State v. Armstrong.** Several 
cases have held that a state may require blood tests of sellers and 
handlers of various types of food.*? 

Thus is may be seen that if there is a legitimate public health object 
sought, and the means employed bear a reasonable relation to that end, 
the courts will not upset the determination of the legislature. On this 
basis, courts of review have so far unanimously held that fluoridation 


75 197 U.S. 11, 27 (1905). 

76 Id., at 26; Railroad Co. v. Husen, 95 U.S. 465 (1877); Crowley v. 
Christenson, 137 U.S. 86, 89 (1890). 

77 Td., at 38. 

78 315 Mass. 335, 52 N.E.2d 566 (1943). 

79 Id., at 570. 

80 260 U.S. 174 (1922). 

81 39 Wash.2d 860, 239 P.2d 545 (1952). 

82 Blood tests may be required of sellers of milk, People v. Hamilton, 97 N.Y. 
Misc. 437, 161 N.Y. Supp. 425 (Sup. Ct. 1916); it is within the police power 
to compel physical examination and blood tests at specified intervals of handlers 
and sellers of food, Langley v. Dallas, 252 S.W. 203 (Civ. App. Tex. 1923); 
Ex parte Vaughan, 93 Tex. 112, 246 S.W. 373 (1922). 
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bears a reasonable relation to the end of reducing dental caries, a 
legitimate object ; therefore there is no violation of fundamental rights 
of liberty. 

The fourth contention is that freedom of religion as guaranteed 
by the First and Fourteenth Amendments is derogated by compul- 
sory fluoridation. The problem here is quite close to that just dis- 
cussed, supra. Opponents of fluoridation contend that a religious 
minority is being forced into a practice contrary to their religious 
beliefs, that is, being compelled to undergo medication with drugs. 
They say that before an individual can be so coerced, there must 
exist a clear and present danger to the community. Chlorination 
is distinguished on the ground that it prevents a bacterial disease, 
by killing the germs; in other words, chlorination treats the water, 
fluoridation treats the people. No clear and present danger is shown 
since caries are not communicable. Therefore, they contend, fluorida- 
tion is an unlawful violation of religious freedom.** 

The position taken by the courts is to label the distinction drawn 
above between chlorination and fluoridation as a distinction without 
a difference and to refer to the end sought and the effect of the treat- 
ment of the water, as the court did in Dowell v. City of Tulsa, supra. 
Further, it is maintained that religious belief is not regulated here, 
but conduct in effect is regulated for the benefit of society.** The 
courts have accepted the legislative determination that dental caries 
represent a threat to the community although fluoridation has been 
decided by some communities not to be a proper public health meas- 
ure.® 

The question also arises whether the rights that the opponents of 
fluoridation assert interfere with rights of others in the community 


83 The legal arguments against fluoridation have been compiled in a brief by 
Mr. W. Cleveland Runyon, and published by the Citizens Medical Reference 
Bureau, N. Y. 

84 Jacobson v. Massachusetts, 197 U.S. 11 (1904); Cantwell v. Connecticut, 
310 U.S. 296 (1939). In the dissent to State v. Armstrong, 39 Wash.2d 860, 
239 P.2d 545, 549 (1952), a case upholding a university regulation requiring 
chest X-rays of all students, Hamley, J., says that the majority of the court 
pointed out the distinction between freedom to believe and freedom to act. But, 
he stresses that it is the free exercise of religion that is protected by the first 
amendment; that Christian Science doctrine forbids even a medical examina- 
tion, and a Christian Scientist is thus hindered in this free exercise when so 
required to submit to the X-ray. Before these rights can be abridged, there 
must be a clear and present danger, involving an extremely serious substantive 
evil, which the dissenting judges could not see in the Armstrong case. Cited 
are Bridges v. State of California, 314 U.S. 252, 263 (1941) ; Whitney v. People 
of State of California, 274 U.S. 357, 376 (1927); and Antieau, Clear and 
wir ee Meaning and Significance, 25 Notre DAME LAWYER 603, 

85 As was decided by the City Council of Yonkers, New York, on Septem- 
a > 1954. Buttetin No. 479 (Citizens Medical Reference Bureau, Inc., N. Y. 
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to safeguard themselves against the danger of dental caries. Just 
as the consumer cannot demand that the bus service in a community 
be exactly to his tastes and desires, he cannot require that the public 
water supply be tailored exactly to his beliefs.*° The discussion in 
Public Utilities Commission v. Pollak * is applicable in this regard. 
The fact that a belief is not shared by the whole community cannot 
deter the state in acting upon it; as was said in Viemetster v. White,®* 
“. . . [T]he fact that the belief is not universal is not controlling, 
for there is scarcely any belief that is accepted by every one.” Thus, 
it can be seen that in the present state of the law, the propositions of 
opponents of fluoridation relating to the violation of religious free- 
dom have not been, and probably will not be, decisively influential on 
courts of review. 
CoNCLUSION 


The courts, in the fluoridation cases thus far decided, have found 
that the proper legislative bodies, acting under the police power, 
have determined that tooth decay is a threat to the public health 
and have selected fluoridation of public drinking water as the means 
to prevent tooth decay. This determination, the courts have decided, 
bears a reasonable relation to a legitimate public health object, and 
they have declined to substitute their judgment for that of the various 
city councils, boards of aldermen and so forth. No violation of a 
substantive right under the First or Fourteenth Amendments has 
been discovered. 

It is submitted that the actions of these appellate courts are correct ; 
but it is to be regretted that the Supreme Court has denied certiorari 
in these cases. There is need for a demarcation of the permissible 
scope of the municipal authorities, acting under the police power, 
to treat and administer drugs to the entire community, regardless 
of minority protests. 

WILLIAM P. STALLSMITH, Jr. 


86 George, Municipal Power and Fluoridation, 1 Kan. L. Rev. 160, 161 (1953). 
Mr. George concludes that fluoridation would probably be upheld by the Kansas 


courts. 

87 343 U.S. 451 (1952). 

88179 N.Y. 235, 72 N.E. 97, 99 (1904) (upholding a law forbidding school 
attendance to unvaccinated children), 


























































RECENT CASES 


ConFiLict oF LAaws—JuRISDICTION FOR DIvoRCE—FULFILLMENT 
OF RESIDENCE REQUIREMENT AS GIVING RISE TO PRESUMPTION OF 
DomiciLiary INTENT OF MILITARY PERSONNEL.—Pilaintiff, a naval 
officer, brought an action for divorce under a recently enacted New 
Mexico Statute, N.M. Stat. Ann. § 25-704 (1941), as amended, 
N.M. Laws 1951, c. 107, § 1, which provides that members of the 
armed services who have been continuously stationed on a military 
base in the state for one year shall be deemed residents thereof for the 
purpose of jurisdiction in an action for divorce. Plaintiff, contending 
that he had been continuously stationed in the state within the mean- 
ing of the statute even though he had been absent from the state on 
temporary duty for nearly six months immediately prior to filing suit, 
sought to avail himself of the presumption of the statute as to dom- 
iciliary intent. The trial court awarded plaintiff an absolute divorce 
after ruling that he was a resident of the state. Held, judgment 
affirmed; the fulfillment of the physical presence requisite gives rise 
to a presumption of the intent to remain permanently, notwithstand- 
ing the absence of any proof as to that intent. Crownover v. Crown- 
over, 274 P.2d 127 (N.M. 1954). 

The frequent transfer of military personnel from one state to an- 
other creates a problem as to which state should exercise jurisdiction 
over them in divorce actions. The Constitution confers no power 
upon the federal courts to assert jurisdiction over domestic relations, 
Andrews v. Andrews, 188 U.S. 14 (1903), and Congress has not seen 
fit to include such power in the orbit of the original jurisdiction of the 
federal district courts. 28 U.S.C. § 1331 (1952). As a result, the 
Federal Government claims no jurisdiction over divorce actions ex- 
cept in unique circumstances such as in the District of Columbia. 
Barber v. Barber, 21 How. 582 (U.S. 1858). The statute in the in- 
stant case is an example of only one of the various solutions that have 
been adopted to cope with a problem common to practically every 
state. See Note, 21 A.L.R.2d 1163 (1952). 

Courts, in order to effect a valid divorce, must acquire jurisdiction 
over the proceedings. A fundamental requisite of such jurisdiction is 
that at least one of the parties must be domiciled within the state. 
Bell v. Bell, 181 U.S. 175 (1901), Golden v. Golden, 41 N.M. 356, 
68 P.2d 928 (1937). Often the statutory provisions dealing with the 
right to obtain a divorce contain words denoting residence rather than 
domicile, and such is the case in the New Mexico statute here consid- 
ered which uses the term “resident.” Such terms are generally con- 
strued to mean “domicile” unless the contrary is indicated in the 
statute. RESTATEMENT, ConFLict OF Laws §9, comment e (1934). 
The term “resident” in the New Mexico statute likewise has been 
oe mean domicile. Allen v. Allen, 52 N.M. 174, 194 P.2d 270 
(1948). 

To establish domicile in a state two requirements must be met: 
First, physical presence in the state; and, second, the intent to remain 
there permanently. Mitchell v. United States, 21 Wall. 350 (U.S. 
1874). The New Mexico statute and the case law arising under it are 
[ 358 ] 
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in accord with these general concepts. See, e.g., Allen v. Allen, supra. 
Since the existence of the domiciliary intent normally turns upon the 
good faith of the parties concerned, the court in the instant case ruled 
that there was no need to question good faith when members of the 
armed services were involved since they had no control over their 
physical whereabouts. Taking the position that a person could have 
two or perhaps more “domiciles” at the same time, for example, for 
purposes of divorce and for voting, the court established still another 
form labeled “military domicile.” This step was justified by the court 
on an analytical basis in view of the lack of case law precedent to sup- 
rt it. 

“" the New Mexico statute setting forth the requirements of dom- 
icile for divorce, the provision applicable to civilians requires that one 
must have been an actual resident in good faith while the provision 
applicable to military personnel provides that one who has been con- 
tinuously stationed in any military base or installation shall be deemed 
a resident in good faith. While the court recognized that the provision 
dealing with civilians follows the usual requirements of domicile, it 
interpreted the provision dealing with servicemen to mean that if the 
party had been continuously stationed in the state for the required 
period of time, his good faith in asserting domiciliary intent would be 
presumed. 

In order to acquire domicile in a state for divorce the intent to re- 
main permanently in the state must be proved. Mitchell v. United 
States, supra. As to military personnel, they acquire no domicile for 
divorce by being ordered to a new location unless it can be shown 
that they intend, on their own accord, to remain permanently. Gal- 
lagher v. Gallagher, 214 S.W. 516 (Tex. Civ. App. 1919). And 
domicile is not acquired merely by remaining at the new location or 
being stationed within the state for the required period; proof of the 
domiciliary intent must also be set forth. Allen v. Allen, supra, (de- 
cided prior to the passage of the present statute). 

In Alton v. Alton, 207 F.2d 667 (3d Cir. 1953), cert. granted, 347 
U.S. 911 (1954), action dismissed as moot, 347 U.S. 610 (1954), the 
court had occasion to construe a similar statute. There a Virgin 
Islands statute providing that six weeks’ presence in the islands would 
be prima facie evidence of domicile sufficient for the courts to acquire 
jurisdiction over divorce actions was held not to vest jurisdiction in 
the court on the basis that the provision operated as a presumption 
of domicile without proof of intent and as such the provision was in- 
valid. The ruling of invalidity was predicated upon two separate 
grounds: First, the presumption was an unreasonable interference 
with the judiciary by the legislature; and, second, it was an attempt 
to convert an action for divorce into a transitory action masquerading 
under a fiction of domicile. The court rejected the argument that the 
fulfillment of the physical presence requisite would give rise to a pre- 
sumption of the intent to remain premanently, notwithstanding the 
absence of any proof as to that intent. 

After holding that the domiciliary intent may be presumed from the 
fulfillment of the physical presence requirement, the court here con- 
sidered the question of whether the plaintiff was continuously sta- 
tioned in the state for the period of one year as required by the New 
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Mexico statute. It held that although plaintiff in reality was phys- 
ically present in the state for only about one-half of the required time, 
having been out of the state on temporary assignment the other half, 
he had fulfilled the “continuously stationed” requirement and was 
thus entitled to the presumption of domiciliary intent. 

One of the essential elements to the acquisition of domicile is phys- 
ical presence. Mitchell v. United States, supra. The use of the word 
“continuously” in a divorce statute indicates a legislative intent that 
such presence must be more permanent and uninterrupted than usual- 
ly required. 2 Netson, Divorce aND ANNULMENT § 21.20 (2d ed. 
1945). The phrase “continuously resided” appearing in a Connecticut 
statute on divorce has been interpreted to require an actual residence 
of an uninterrupted nature. Morgan v. Morgan, 103 Conn. 189, 130 
Atl. 254 (1925) ; Marshall v. Marshall, 130 Conn. 655, 36 A.2d 743 
(1944). But since such statutes are usually considered remedial leg- 
islation they should be liberally construed. United States v. Wiley, 11 
Wall. 508 (U.S. 1870). The instant case recognizes that by the en- 
actment of this statute, the New Mexico legislature has extended the 
use of its courts for divorce proceedings to those members of the 
armed services stationed in the state rather than forcing such mem- 
bers to use the courts of the domicile or residence they had before go- 
ing into the service. It is well known that access to such courts is 
usually difficult for one under the control of the military. However, 
in so extending the use of its courts the legislature has not done away 
with the requirement of domicile, nor has the court in this case. 
Divorces based on domicile will be accorded extra-territorial recog- 
nition, Williams v. North Carolina (1), 317 U.S. 287 (1942), while 
divorces not based on domicile have been disregarded. Williams v. 
North Carolina (11), 325 U.S. 226 (1945). Although the Supreme 
Court has not ruled whether the “full faith and credit” clause of 
Article IV of the Constitution obligates other states to accord finality 
to divorces in which jurisdiction is based on a state statute requiring 
only technical residence rather than domicile, the opportunity may 
soon arise since the Kansas Supreme Court has construed its divorce 
jurisdiction statute, which is similar to that of New Mexico’s, to re- 
quire merely residence and not domicile for military personnel. Craig 
v. Craig, 143 Kan. 624, 56 P.2d 464 (1936). Nevertheless, where 
domicile is required by statute, as in New Mexico, extra-territorial 
recognition turns upon the proper establishment of the two basic re- 
quirements and, ordinarily, fulfillment of one of these requirements is 
not sufficient in itself to prove the other. Mitchell v. United States, 
supra, 

The decision in the present case was dictated by the court’s 
interpretation of the intent of the legislature in enacting the statute. 
Consistent with the rule of the A/ton case the court could have held 
that the statute was enacted to extend to members of the armed serv- 
ices the use of the local courts for the purpose of divorce and that 
such members must meet the same domiciliary requirements as other 
citizens by showing ari intention to remain permanently as well as a 
continuous residence for one year. Instead the court has held that it 
was the intention of the legislature to lessen the domiciliary require- 
ments of military personnel as compared to those applied to others. It 
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has dispensed with proof of domiciliary intent and substituted therefor 
a presumption based on the fulfillment of the “continuously stationed” 
requirement. The result is to give a more favored position in obtain- 
ing divorces to servicemen than to the other inhabitants of the state. 
But since it does not appear from the statute as a whole to have 
been designed to give such preferential treatment to members of the 
military services but rather to extend to them the same opportunity 
to bring an action for divorce as is offered others, it is submitted that 
the result in this case is not in accordance with the intent of the leg- 
islature. Samuel W. Crabb. 


Mivitary Law—EL iciBitity oF CourT-MaRTIAL MEMBER IF A 
WITNESS FOR PROSECUTION—PREJUDICIAL ERROR OR JURISDIC- 
TIONAL ErRorR?—The accused was tried and convicted by a Special 
Court-Martial composed of five members. After the findings of guilty 
were announced the court-martial proceeded to hear evidence of pre- 
vious convictions in order to determine an appropriate sentence. The 
trial counsel introduced evidence of one previous conviction in the 
form of a certified copy of an entry from the accused’s service record. 
The certification was signed by an officer who was also a member of 
the court-martial. The record contained more than enough evidence 
to convict the accused of the offense charged. Held, reversed and a re- 
hearing ordered ; the court-martial member had become a witness for 
the prosecution and should have been summarily excused. It was 
error to allow the member to sit and fatal to both the findings and 
sentence. United States v. Moore, 4 USCMA 675, 16 CMR 249 
(1954). 

In holding that the member became a witness for the prosecution 
the Court of Military Appeals relied on the rationale of two Air Force 
board of review cases, United States v. Beeks, 9 CMR 743 (1953), 
and United States v. Morris, 9 CMR 786 (1953), to the effect that 
since the member could have been called as a witness to testify to the 
facts recorded in the service record entry signed by him, the use of 
the service record entry as an alternative to his testimony did not 
make him any less a witness. This reasoning is supported by the pre- 
sumption that the entry is in accordance with regulations and that 
the person recording knew or had a duty to know or ascertain the 
truth of the facts or events recorded. United States v. Masusock, 
1 USCMA 32, 1 CMR 32 (1951). In United States v. Morris, supra, 
as in the instant case, the court-martial member had merely certified 
that the document introduced was a true copy of the original entry 
in the service record while in the Beeks case the member’s signature 
on the original entry certified the correctness of the information as 
obtained by him. The Court of Military Appeals, after noting the 
difference between the Beeks and Morris cases, stated that a witness 
is one whose declaration is received for any purpose, whether it is 
made orally or by affidavit, citing United States v. Masusock, supra. 
Since the authenticating certificate was the basis for admissibility of 
the document, the member had become a witness for the party offer- 
ing it. 

After deciding that the member had become a witness for the 
prosecution, the court held that it was clear that he should then have 
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been excused from further duty as a member in the case. Para. 63, 
Manuva For Courts-MartiaL, Unitep States, 1951 (MCM, 
1951). The nature of the error in allowing the member to continue 
as such and its effect remain to be considered however. 

An indication of the nature of the error may be found in the action 
taken on the case by the Court of Military Appeals. The court 
ordered a rehearing, which constitutes in legal effect a continuation 
of the first trial. United States v. Padilla and Jacobs, 1 USCMA, 603, 
614, 5 CMR 31, 42 (1952). It would appear, then, that the error 
was prejudicial but not jurisdictional; however, the language used 
by the court in the course of its opinion throws doubt on such a con- 
clusion. 

The court noted that Article 25(d) (2), Uniform Code of Military 
Justice (UCMJ), 64 Stat. 107 (1950), 50 U.S.C. §§ 551-741 
(1952), specifically provides that one who is to be a witness for the 
prosecution is ineligible to be a court-martial member. The court 
then held that allowing such a person to participate was “fatal to both 
the findings and sentence.” Again, when dealing with an argument 
that the member was only disqualified for sentencing purposes the 
court stated: “. . . Assuming without deciding that the member was 
not disqualified to participate from the commencement of the trial, 
. . . a sentence imposed by an illegally constituted court is not a 
legal and valid sentence. . . .” A finding that the court-martial was 
illegally constituted together with a disapproval of the findings and 
sentence leads to the conclusion that it was without jurisdiction and 
that a trial de novo must be had. The error, therefore, would appear 
to be jurisdictional. 

The answer to the question as to the nature of the error would be 
more clear if it were not for the fact that there was more than suf- 
ficient evidence to support the charge. A rehearing cannot be ordered 
where there is a lack of sufficient evidence to support the charge. 
Art. 67(e), UCMJ. Such a rule assumes that the court-martial had 
jurisdiction at the first trial and that ordering a second trial is barred 
as placing the accused twice in jeopardy in violation of Article 44, 
UCMJ. But where there was enough evidence to convict, in a prac- 
tical sense, the accused may benefit by extending the controversy to 
another trial, and it would make no difference to him whether the 
error had been prejudicial or jurisdictional. If the type error in this 
case is jurisdictional however, the use of the word “rehearing” is un- 
fortunate because in the future reviewing authorities will undoubted- 
ly be faced with cases where there is present both a lack of evidence 
and the error of this case. In such a situation, if this type error is 
treated as prejudicial, the charges must be dismissed due to lack of 
evidence, Art. 67(e), UCMJ; whereas a second trial may be had 
if the error here is jurisdictional—the first trial, being considered in 
legal effect “no trial,” is no bar to the second, Para. 68d, MCM, 1951. 

It may be argued that the language of the instant case quoted above 
does not necessarily indicate that the defect is jurisdictional, especially 
in view of the fact that a rehearing was ordered. The court did not 
decide whether or not the member was disqualified to participate from 
the commencement of the trial. The infirmities which affected the case 
did not arise until after the findings had been made. Therefore, it 
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cannot be said that the court-martial lacked jurisdiction until the 
point where evidence of the previous conviction was received. If, 
as here, there are more than the required minimum of three mem- 
bers, the ineligible member can be excused forthwith and the trial 
will continue. Para. 63, MCM, 1951. Had such been done here, it 
could not then be claimed that the court had lost jurisdiction. How- 
ever, as noted in this case, there would still be prejudice for no 
one would know how the ineligible member voted or whether he 
influenced the votes of others. That such prejudice would be held to 
cause a loss of jurisdiction is doubtful. See United States v. Bound, 
1 USCMA 224, 2 CMR 130 (1952), where the Court of Military 
Appeals found that a member of the court-martial was an investigat- 
ing officer and held that allowing him to remain, in violation of Article 
25(d) (2), UCMJ constituted specific prejudice. No mention was 
made of a jurisdictional defect. 

It is submitted, however, that the error in the case under discussion 
was jurisdictional if it was prejudicial. Paragraph 8, MCM, 1951, 
supplements the UCMJ by setting forth certain indispensable juris- 
dictional requisites. After stating that the court-martial must have 
jurisdiction of the person and the offense, it prescribes that the mem- 
bership of the court-martial shall be “. . . in accordance with the law 
with respect to number and competency to sit on the court. . . .” 
Article 25(d)(2), UCMJ, states unequivocally that no person is 
eligible to sit as a member who has acted as investigating officer or 
who will be a witness for the prosecution. Unless there is to be a con- 
troversy over the meaning of the word “competency” as compared to 
the word “eligible,” it follows that a court with an ineligible member 
has no more jurisdiction than one with less than the required number. 
The legislative history indicates that the use of the word “eligible” 
was chosen to communicate the same “notion” as the word “com- 

tent.” Hearings Before House Subcommittee on Armed Forces on 
H.R. 2498, 81st Cong., Ist Sess. 1150 (1949). The competency of a 
member to sit certainly includes his eligibility, as well as age, educa- 
tion, experience, and judicial temperament. When the membership of 
a court-martial is reduced to less than the statutory minimum, the 
convening authority must appoint a new member; after he is sworn 
the trial must proceed as if no evidence had been previously intro- 
duced unless a verbatim record of the testimony is available and read 
to the court. Art. 29, UCMJ. In effect a new court-martial then 
hears the case, the old one having lost jurisdiction at the time of the 
deficiency in number of members. Para. 8, MCM, 1951. 

It is contended that similarly a new court-martial is sitting when a 
member is excused upon becoming a witness for the prosecution. 
From the above discussion, it may be seen that the competency of the 
member is no less a jurisdictional requirement than the number of 
members. However, if there is still a sufficient number left after the 
ineligible member is excused, there is no need to read the testimony 
to them since they have already heard it. Hence there is no need for 
providing in the UCMJ or MCM, 1951, special procedures for the 
newly constituted court-martial. 

The jurisdictional argument above is based on the premise that the 
error which occurred in the instant case was also prejudicial. It is 
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obvious that Article 25(d)(2), UCMJ, is designed to give the ac- 
cused a right, in the words of the court, “to have his innocence deter- 
mined and his punishment imposed by a court composed entirely of 
members” who meet certain eligibility requirements. The intent of 
the article here involved is to exclude from the court-martial members 
who are prejudiced against the accused. It is doubtful, however, that 
Article 25 created a “presumption” of prejudice where a member be- 
comes a witness for the prosecution. It would seem more logical that 
the language used “assumes” that there would be prejudice since wit- 
nesses usually testify adversely to the interests of the opposing party. 
Thus, this Article could be interpreted to mean that a person who 
testifies adversely to the interest of the accused is ineligible to be a 
member of the court. In this connection it is pertinent to note that 
Paragraph 63, MCM, 1951, while providing for the excusal of a 
member who testifies for the prosecution also provides that if a mem- 
ber is called as a witness for the court the character of his testimony 
determines whether or not he becomes a “witness for the prosecution.” 
Furthermore, the words “for the prosecution” imply testimony that is 
adverse to the accused. Therefore, in deciding the issues in the in- 
stant case, it is not enough to ask “is the member a witness for the 
prosecution,” but it must be determined additionally whether the tes- 
timony is adverse to the accused. 

The Court of Military Appeals did state that a denial of the right 
of the accused to a properly constituted court was prejudicial, but the 
only basis therefor appearing in the opinion is the finding that the 
member had become a witness for the prosecution and that the mem- 
ber had certified the document to be a true copy of an entry in the 
accused’s service record. This would mean that he had knowledge of 
the entry of previous conviction, but there is no presumption or evi- 
dence that he ascertained the facts recorded to be true and correct. 
Should it be inferred from these facts alone that the member was 
prejudiced? This question is not subject to a clean cut, categorical 
answer. 

It is submitted that the court carried the rationale of the Masusock 
case, supra, to a “drily logical extreme” in holding that the member 
had become a witness for the prosecution; inasmuch as there was no 
finding that there was any factual existence of prejudice on his part 
or that he had in effect testified adversely to the accused. An accused 
has a right to a fair trial, but he has no right to escape conviction by 
a properly constituted court-martial because of the elevation of form 
over substance. Frederick A. Farris. 


Mivitary Law—EvipeNcE—PRESUMPTION OF SANITY.—Ac- 
cused, a private first class in the U.S. Marine Corps, was tried and 
convicted by general court-martial for desertion. The issue of sanity 
having been raised during the trial, the law officer instructed the court, 
inter alia, on the presumption of sanity saying, “If, in the light of, 
all the evidence, including that supplied by the presumption of sanity, 
the court has a reasonable doubt as to the mental responsibility of the 
accused at the time the offense was committed, the court must find 
the accused not guilty of that offense.” Defense contended on appeal 
that the italicized portion above was an improper attempt to denom- 
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inate as evidence the presumption of sanity, thus placing an addi- 
tional burden on the accused. The Court of Military Appeals granted 
accused’s petition for review. Held, affirmed; the instruction fur- 
nished by the law officer did not prejudice the accused in any sub- 
stantial right, but should be construed as no more than an inartful 
statement permitting the court-martial to consider the justifiable in- 
ference of sanity based upon the general experience of mankind that 
most people are sane. United States v. Biesak, 3 USCMA 714, 14 
CMR 132 (1954). 

In deciding this case the court made an analysis of the position of 
presumptions in military law concluding that “. . . rightly or wrong- 
ly, a ‘presumption’ in military law is normally to be construed as 
no more than a principle of circumstantial evidence.” This in direct 
contradiction to what many of the leading writers on the subject con- 
sider a presumption to be. 

A presumption is not an inference because an inference is a rule oi 
logic and experience and not a matter or rule of law. Gausewitz, 
Presumptions in a One-Rule World, 5 Vanv. L. Rev. 324, 326 
(1952). A presumption is a conditionally mandatory assumption of 
fact from other facts or groups of facts found or otherwise established 
in the case. UNIFORM RULEs OF EvipENcE, Rule 13 (1953) ; Mone 
Cope or Evivence, Rule 701 (1942). This is the definition adopted 
by practically all courts and text-writers. The court in the instant 
case stated, at 722, “However, as a ‘general proposition’— and unlike 
the customary civilian usage, which deems the term, ‘presumption,’ 
to signify solely a conditionally compulsory inference—military law 
uses the word as subsuming ‘merely justifiable inferences,’ in weigh- 
ing which members ‘must apply their common sense and their general 
knowledge of human nature, and the ordinary affairs of life.” This 
is essentially the same definition as that offered by Professor Morgan 
when he wrote that when the existence of the basic fact is established, 
the existence of the presumed fact may be inferred by the application 
of the rules of logic. By this he meant that the segment of human ex- 
perience with which the court is familiar convinces the court that 
when the basic fact exists there is a reasonable probability that the 
presumed fact also exists. He termed this justifiable inference or pre- 
sumption of fact. Mopet Cope or Evipence, Foreword 52 (1942). 

Once the presumption has arisen in the case there are two different 
views as to its effect. A presumption casts upon the party against 
whom it operates the duty of going forward, in argument or evidence, 
on the particular point to which the presumed facts relate. THAYER, 
A PRELIMINARY TREATISE ON EVIDENCE AT THE ComMON Law 314 
(1898). “. . . A presumption is a procedural device that splits off 
and shifts one burden of proof, or shifts both burdens of proof on a 
particular issue in a trial. The two burdens are the burden of produc- 
ing evidence and the burden of persuasion. . . .” Gausewitz, supra, 
at 325. Additionally, Professor Morgan has recommended that a gen- 
eral rule be adopted or that a uniform statute be enacted which would 
give to a presumption the sole effect of placing the burden of per- 
suasion upon the one against whom the presumption operates. Mor- 
gan and Maguire, Looking Backward and Forward at Evidence, 50 
Harv. L. Rev. 909, 913 (1937). 
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One of the most troublesome areas regarding presumptions is the 
quantum of evidence required to overcome a presumption. Thayer 
wrote that the person against whom the presumption operated had to 
introduce evidence which would justify a jury in finding the non- 
existence of the presumed fact. The courts have set various amounts: 
“some evidence,” Tatum v. United States, 190 F.2d 612 (D.C. Cir. 
1950); “not beyond a reasonable doubt, but to the satisfaction of the 
jury,” State v. O’Neil, 197 N.C. 547, 149 S.E. 845 (1929); “by a 
clear preponderance of proof, and by the most satisfactory evidence,” 
State v. Kudzinowski, 106 N.J.L. 155, 147 Atl. 453 (1929); “by a 
fair preponderance of the evidence,” State v. Clark, 34 Wash. 385, 76 
Pac. 98 (1904); “the defendant must prove insanity beyond reason- 
able doubt,” State v. Grayson, 126 Ore. 560, 270 Pac. 404 (1928). 
The Court of Military Appeals holds in the instant case that the pre- 
sumption will continue until evidence has been introduced which the 
triers of fact “cannot reasonably disbelieve,” citing LEGAL AND LEcIs- 
LATIVE Basis, MANUAL FOR CourtTs-MArTIAL, UNITED STATES, 
1951, (Dep’t. Army 1951) page 211. This requirement places a 
larger burden upon the accused than he would have in courts of the 
Federal System where only “some evidence” is required. Tatum v. 
United States, supra. The limits of this requirement were not made 
clear by the Court of Military Appeals in the instant decision, but the 
quantum of evidence required would still seem short of placing on the 
accused the burden of proving his insanity beyond reasonable doubt. 
State v. Grayson, supra. It does prevent the accused from overcom- 
ing the presumption merely by the introduction of some evidence to 
which the triers of fact give no credence. In order for the presump- 
tion to be an effective legal tool it must survive the introduction of 
opposing evidence which the triers of fact deem worthless or of slight 
value. Mopet Cope or Evipence, Foreword 57 (1942). 

The final aspect of presumptions to be considered in this note re- 
lates to what occurs to the presumption after it has been overcome. 
Thayer’s view and the view adopted by the Court of Military Appeals 
in this case is that the presumption disappears and the existence or 
non-existence of the presumed fact is to be determined exactly as if 
the presumption had never been operative in the action. THAYER, 
op. cit. supra, at 346; Mover Cope or Evipvence, Rule 704 (1942). 
Nevertheless, there still remains much authority for holding that a 
presumption is evidence and thus, even though overcome, it still re- 
mains as evidence to be considered by the triers of fact along with all 
other evidence in the case. Davis v. United States, 160 U.S. 469 
(1895), is the leading case supporting this view and was cited as 
authority for the inclusion in the MANUAL For Courts-MarTIAL, 
Unitep States, 1951 (MCM, 1951), of the phrase, at page 202, “If, 
in the light of all the evidence, including that supplied by the pre- 
sumption of sanity, a reasonable doubt as to the mental responsibility 
of the accused at the time of the offense . . . remains, the court must 
find the accused not guilty of that offense. . . .” While this phrase 
was the particular portion of the law officer’s instruction to which the 
defense objected, the court expressly refused to rule whether a pre- 
sumption is evidence in military law. They did say that they doubted 
that it could be so considered. 





RECENT CASES 367 


Nevertheless, the court said that even after the presumption had 
been rebutted and had disappeared, the triers of fact could still con- 
sider the basis of the presumption when viewing all the evidence in the 
case in the final deliberations, thus reaching a result similar to that 
of considering a presumption to be evidence. Accordingly, they held 
that it was not error for the law officer so to instruct the court-mar- 
tial. This ruling is in line with a proposal by Wigmore for the future 
treatment of the rules for presumptions. However, Wigmore con- 
ditions this proposal by stating that the basic fact giving rise to the 
presumption ought to have some special probative value other than 
its effect as a legal rule binding the triers of fact, and if the legal rule 
fails there will remain a probative value based on experience. 9 Wic- 
MORE, EvipeNnceE, § 2498a, pp. 340, 341, Par. 21, 22 (3d ed. 1940). 
The Unirorm Rutes or Evivence, Rule 14, is similar to Wigmore’s 
proposal providing, generally, that if the facts which give rise to the 
presumption have any probative value as evidence of the presumed 
fact, the presumption will continue to exist and the party against 
whom the presumption operates has the burden of establishing the 
non-existence of the presumed fact; but if the facts which give rise 
to the presumption have no probative value as evidence of the pre- 
sumed fact, the presumption ceases to exist when evidence has been 
introduced which would support a finding of the non-existence of the 
presumed fact. Thus the Uniform Rules of Evidence go further than 
the Court of Military Appeals did in this case and than does Wigmore 
in allowing the presumption to continue in existence if it arose from 
facts having probative value as evidence of the presumed fact. 

In summary, the Court of Military Appeals, by its decision in the 
discussed case, holds that a presumption in military law allows a per- 
missive or justifiable inference instead of requiring a conditionally 
mandatory inference; that it is a rule of circumstantial evidence in- 
stead of a rule requiring no logical connection between the basic fact 
and the presumed fact. A different quantum of evidence is required 
to overcome the presumption than is required in other jurisdictions. 
Further the triers of fact are free to consider the basis of the presump- 
tion along with the evidence introduced in the case. These are the 
principal differences between the military law presumption and the 
generally accepted view of a presumption in civilian law. The re- 
quirement that evidence be introduced which the triers of fact cannot 
reasonably disbelieve is unique among the various standards of the 
quantum of evidence necessary to overcome a presumption. By its 
terms, it will require the accused to introduce credible evidence be- 
fore the issue of sanity will be raised. Until such has been done the 
prosecution is freed from proving sanity. Davis v. United States, 
supra. 

It is difficult to see any practical difference in saying that a pre- 
sumption is evidence and in declaring that the court-martial may, 
after the presumption of sanity has been overcome, still consider the 
basis of the presumption along with the evidence introduced in the 
case. The presumption of sanity is of procedural importance and 
should not be allowed to become of evidentiary importance. Ryan v. 
Metropolitan Life Ins. Co., 206 Minn. 562, 289 N.W. 557 (1939). 
Once this procedural objective has been accomplished the presump- 
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tion should not be considered further in the case. However, one can- 
not overlook the obvious fact that the court-martial will consider all 
the evidence through the lens of general human experience, and in 
general human experience most men are sane. Therefore the practical 
effect of instructing the court-martial that they may consider the basis 
of the presumption is to make the recognition of general human ex- 
perience a conscious instead of a subconscious factor in their delibera- 
tions. For this reason the holding of the court in this case is just. 
Paul W. Seabaugh. 


PaTENTS—PATENTABILITY OF NEw PRoporTIONS OF KNown IN- 
GREDIENTS.—Appellant’s claims to critical proportions of ingredients 
in an application relating to a thermally responsive electric circuit 
element were rejected by the Patent Office on disclosure of the same 
ingredients in prior patents and for failure to specify critical propor- 
tions in view of the fact that addition of more or less than the stated 
amounts caused only a gradual increase or decrease in the properties 
of the mixture and produced results which varied in degree rather 
than in kind. An action against the Commissioner was instituted in 
the District Court for the District of Columbia under 35 U.S.C. § 145 
(1952), formerly Rev. Stat. 4915 (1875). Held, affirmed with re- 
spect to those claims reciting proportions of ingredients characterized 
as completely unsatisfactory by the applicant during the prosecution 
and reversed with respect to the remainder of the claims on the 
grounds that the claimed proportions are critically different from the 
disclosures of the prior art listing the use of the same ingredients, and 
that the stated proportions are necessary to attain desired properties 
so that the composition will be useful commercially. Torok v. Wat- 
son, 122 F. Supp. 788, 103 U.S.P.Q. 78 (D.D.C. 1954). 

A principal issue in the instant case concerned the patentability of 
stated proportions of ingredients over prior patents teaching the use 
of the same ingredients. The use of chromic oxide as an ingredient 
in electrical resistors had been taught in four domestic and two for- 
eign patents cited by the Patent Office in the instant case. Some of 
these patents had indicated that chromic oxide was characterized by 
a high temperature coefficient, decreasing rapidly in electrical resist- 
ance with small increases in temperature. Applicant’s discovery of 
the optimum proportion of at least 50% chromic oxide with small 
parts of an oxide of another element such as nickel, was arrived at 
after arduous search including a series of experiments. The court 
concluded that plaintiff’s application taught a thermistor composition 
capable of measuring so wide a range of temperatures with com- 
mercial acceptability that a degree of competence and perceptive ob- 
servation sufficient to satisfy the requirements for non-obviousness of 
35 U.S.C. § 103 (1952) had been shown. 

The question of the patentability of stated proportions of old in- 
gredients is not a new one. Some of the courts have applied a rigor- 
ous doctrine to allegedly new proportions which have been discov- 
ered only after continued experimentation. For instance, it has been 
held that merely extending the application of a known composition to 
an anticipated result by determining the optimum proportions of old 
ingredients can be accomplished by a technician having ordinary skill 
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in the art. Allen v. Coe, 135 F.2d 11 (D.C. Cir. 1943). In the Allen 
case, the specification of the quantity of spent distiller’s mash neces- 
sary to provide an optimum vitamin content was declared unpatent- 
able in view of prior art mentioning the vitamin content of that type 
of mash. 

Applying the same doctrine in Asseff v. Marzall, 189 F.2d 660 
(D.C. Cir.), cert. denied, 342 U.S. 828 (1951), despite the patentee’s 
reduction to practice of the specific ingredients required to produce 
the desired result, the court held that the natural course of experi- 
mentation, using the knowledge of prior patents, did not constitute 
patentable invention. This reasoning has been justified by the view 
that the patents were not intended as rewards for skilled scientists 
who complete the final steps in a technique standing on the shoulders 
of their predecessors. Potts v. Coe, 140 F.2d 470 (D.C. Cir.), motion 
to vacate denied, 145 F.2d 27 (D.C. Cir. 1944). 

The degree of inventiveness involved in satisfying known require- 
ments by judiciously utilizing chemical compounds of known char- 
acteristics has been equated to that involved in selecting the piece to 
fit into the last opening in a jigsaw puzzle. Sinclair & Carrol Co. v. 
Inter Chemical, 325 U.S. 327 (1945). In the Sinclair case, the pat- 
entee had taught an ink having the proper volatility at a given tem- 
perature. The claims were invalidated in view of prior art mentioning 
the utility of an otherwise nonvolatile ink which would be highly 
volatile when heated, and in view of other art showing that these 
desired properties were known to exist in the vehicle selected by the 
patentee. 

The discovery of optimum proportions by exercise of the ordinary 
skill of those who are aware of the demands of industry for new and 
improved products is not invention, and the word “skill,” as thus 
used, is as applicable to a chemist as to a mechanic and to a laboratory 
as to a work bench. Minnesota Mining & Manufacturing Co. v. Coe, 
99 F.2d 986 (D.C. Cir. 1938). If an ordinary chemist skilled in the 
art and working to the same end under like conditions could have 
solved the problem, the end result does not constitute invention. Don- 
ner v. Sheer Pharmacal Corp., 64 F.2d 217 (8th Cir.), cert. denied, 
290 U.S. 658 (1933). 

Many of the courts have disposed of the problem by stressing the 
failure of the patentee to traverse the statutory requirement of non- 
obviousness. For the proposition that mere novelty or newness of the 
proportions of the ingredients does not alone entitle the originator 
thereof to a patent monopoly, see Nailcrete v. Mende, 11 F.2d 678 
(2d Cir. 1926) ; Helfrich v. Solo, 59 F.2d 525 (7th Cir. 1932) ; Car- 
bide & Carbon Corp. v. Texas Co., 31 F.2d 32 (5th Cir. 1929); 
Greene Metal Co. v. Washington Iron Works, 84 F.2d 892 (9th Cir. 
1936). Concerning the degree of non-obviousness required for the 
new proportions, the crucial test has been stated to be whether the 
patentee, in view of the prior art, has effected a sudden change or 
discovered a critical point in the mixture effected by the addition of 
the given percentages of the stated ingredients. Belais v. Goldsmith 
Smelting Co., 10 F.2d 673 (2d Cir.), cert. denied, 271 U.S. 687 
(1926). Sudden and sharp gradation in the properties of the mix- 
ture as a result of the new proportions has been required for patent- 
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ability on several occasions by the courts. In a leading case, claims 
to a bearing alloy consisting of stated percentages of tin, lead, and 
copper were invalidated because of the lack of evidence of any abso- 
lute or sudden change at the critical points of 7% tin and 20% lead 
recited in the claims. Brady Brass Co. v. Ajax Metal Co., 160 Fed. 
85 (3d Cir.), cert. denied, 210 U. S. 433 (1908). In the Brady case, 
the gradual betterment of the alloy in approaching the patentee’s 
claimed proportions formed the basis of the court’s decision to inval- 
idate the claims. 

In the application of the doctrine requiring sharp gradation in the 
properties resulting from the new proportions, it has been stated that 
the new proportions, to be patentable, must involve new results, such 
as the development of a new metal, or an old metal with new char- 
acteristics embracing entirely new or substantially enhanced qualities 
of utility. Bethlehem Steel v. Churchward Steel, 268 Fed. 361 (3d 
Cir. 1920); Becket v. Coe, 98 F.2d 332 (D.C. Cir. 1938). Alterna- 
tively, the requirement for patentability has been stated as rendering 
it essential that the new characteristics of the composition must not 
be confined to a mere augmentation or diminution of the known char- 
acteristics of the several ingredients correlated to the correspondingly 
increased or diminished amounts thereof in the mixture. Bituminous 
Products v. Headley Roads, 2 F.2d 83 (D.Del. 1924), aff'd, 14 F.2d 
667 (3d Cir. 1926). 

In some of the decisions a somewhat more liberal view has been 
taken with regard to the patentability of the allegedly new propor- 
tions. For rulings holding that the use of old ingredients in a process 
in new proportions and under new conditions, having new qualities 
of utility, may well involve patentable novelty, see United Verde Cop- 
per Co. v. Peirce-Smith Co., 7 F.2d 13 (3d Cir. 1925), and Ex parte 
Moore, 87 U.S.P.Q. 378 (Pat. Off. Bd. of App. 1950). In General 
Electric v. Hoskins, 224 Fed. 464 (7th Cir. 1915), the patentee 
claimed a resistance element composed of an alloy of nickel and one 
of the metals from the chromium group with nickel not comprising 
more than 50% of the alloy. Despite the prior knowledge of the alloy 
itself, the court held that a patent was merited for rescuing the alloy 
from obscurity and placing it in the forefront of electrical resistance 
elements. And, where the patentee claimed specific ranges of ingred- 
ients long known to the art to obtain the alloy “Adamite,” the patent 
was held valid as properly patentable subject matter on the ground 
that the new characteristics of structure and performance distin- 
guished it from other metals. Pittsburgh Iron and Steel Foundries 
v. Seamen-Sleeth, 248 Fed. 705 (3d Cir. 1918). 

In the leading case of Mineral Separations v. Hyde, 242 U.S. 261 
(1916), the patentability of a change of proportions over the prior 
art was sustained by the United States Supreme Court. Despite the 
known use of oil in the metallurgical process, the validity of a claim 
reciting the use of a critical quantity of oil of less than 1% of the ore 
was upheld. The economy of the new process was held to render it 
patentable in view of the extremely expensive quantities of oil pre- 
viously necessary for treating the lean ores that the treatment was 
intended for. 

The question had arisen very much earlier in the case of Goodyear 
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v. N.Y. Gutta Percha and India Rubber Vulcanite, 10 Fed. Cas. No. 
5,580 at 708 (C.C. S.D.N.Y. 1862). There, the validity of a claim 
which recited critical proportions of sulphur and rubber was upheld 
despite prior art teachings of a compound of 1/6th parts sulphur to 
5/6th parts rubber. The newly claimed proportions gave rise to hard 
vulcanized rubber and effectively changed the characteristics of the 
final product. 

In the Bituminous Products case, supra, variations in the propor- 
tions of elements of the composition were stated to involve invention 
when a new material or substance, or an old material or substance 
with new characteristics or substantially enhanced characteristics, has 
been created. This appears to present a more liberal standard than 
the requirement for sharp and unexpected changes enumerated in 
several of the earlier cited cases. More recently, an applicant’s claims 
specifying more than 6% zinc sulphate were held patentable over a 
German reference teaching the use of 5% zinc sulphate and hinting 
at objectionable results for percentages thereover. The applicant’s 
discovery of the advantageous results accompanying the use of more 
than 6% was thought to be patentable and to constitute patentable 
subject matter. Ex parte Picard, 11 U.S.P.Q. 64 (Pat. Off. Bd. of 
App. 1931). 

In the case of American Stainless Steel v. Ludlum Steel Co., 290 
Fed. 103 (2d Cir. 1923), the validity of claims to stainless steel con- 
sisting of specific percentages of chromium, iron and carbon, was at- 
tacked in view of the known corrosion resistance of ferro-chrome 
steels and a British provisional disclosure (later abandoned) giving 
the ingredients of the alloy. The court sustained the validity of the 
claims, holding that the success of the patentee resulting from skillful 
experiment and long study, despite the unfulfilled prophecies of prior 
art, commanded a greater meed of intellectual appreciation and con- 
stituted patentable invention. 

Where the patentee of the durable alloy “‘silcrome” for exhaust 
valves and like uses claimed definite proportions of silicon with 
chromium in an alloy steel, it was held that the new and highly de- 
sirable properties rendered the alloy patentable despite the mention in 
prior patents of the effects of silicon in a chrome steel alloy. Ludlum 
Steel v. Terry, 37 F.2d 153 (N.D.N.Y. 1928). 

With respect to the discovery of the optimum proportions only after 
a methodical search, it has been held that where the specified strength 
of the solution, or the proportions of chemicals used, are not obvious 
and are acquired only after a long period of experiment to find their 
proper values, such discovery constitutes patentable invention. Dan- 
bury v. American Hatters, 54 F.2d 344 (2d Cir. 1931). Experiment, 
study, and labor do not of themselves negative or destroy invention. 
Application of Kunz, 37 C.C.P.A. (Patents) 943, 181 F.2d 239, 85 
U.S.P.Q. 239 (1949). That patentability shall not be negatived by 
the manner in which the invention was made, see 35 U.S.C. § 103 
(1952), which has been referred to by one author as expressly over- 
ruling the doctrine typified by Potts v. Coe, supra. Schramm, The 
Relationship of the Patent Act of 1952 to the Antitrust Laws, 23 
Geo. Wash. L. Rev. 47 (1954). 

In conclusion, it is suggested that where the discovery of the 
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optimum proportions of ingredients has been accomplished by ex- 
traordinary skill, and painstaking experimentation in a highly tech- 
nical art, a denial of patentable invention is in contradiction to the 
plain language of the statute and the logic of the better reasoned cases. 
Further, in view of the teaching by the applicant of a compound with 
new utility and with characteristics of structure and performance 
found distinguishable over the prior art as non-obvious subject mat- 
ter, the decision of the court in finding invention, despite the absence 
of a sharp change in the properties of the compound, is felt to rep- 
resent the sounder view. Paul F. Arseneau. 


TAXATION—PUNITIVE AND STATUTORY TREBLE Damaces Not 
Taxep as Income.—In filing its return for the taxable year 1948, 
taxpayer corporation claimed that amounts received as punitive dam- 
ages and as treble damages pursuant to Section 4 of the Clayton Anti- 
Trust Act, 38 Srat. 731 (1914), 15 U.S.C. $15 (1952), were not 
taxable as income. The commissioner appealed from the Tax Court 
decision in favor of taxpayer on the ground that such receipts feil 
within the “derived from any source whatever” clause of Section 
22(a) of the Int. Rev. Cope of 1939, substantially Section 61(a), 
Int. Rev. Cope of 1954. Held, affirmed; a “windfall,” such as an 
award of punitive or statutory treble damages, does not fall within the 
Supreme Court’s definition of “income.” Commissioner v. Glenshaw 
Glass Co., 211 F.2d 928 (3d Cir. 1954). 

In Eisner v. Macomber, 252 U.S. 189 (1920), the Court was asked 
to decide whether stock dividends constituted “income” which was 
taxable under the provisions of the Sixteenth Amendment of the 
Constitution and Section 22(a), Int. Rev. Cope of 1939. The Court 
concluded that the mere issuance of stock dividends makes the re- 
cipients no richer than before, but in obiter dictum defined “income” 
as “. . . ‘gain derived from capital, from labor, or from both com- 
bined,’ provided it be understood to include profit gained through a 
sale or conversion of capital assets . . .,” a definition which was for 
many years regarded by most courts as unimpeachable. 

The first clause of this definition was quoted by Mr. Justice Pitney 
from his own prior opinion in Stratton’s Independence v. Howbert, 
231 U.S. 399 (1913). This apparently was not intended as an all- 
inclusive definition, for the court only three years later held that the 
term also applied to profit from a sale of assets. Doyle v. Mitchell 
Bros. Co., 247 U.S. 179 (1918). Mr. Justice Pitney took notice of 
this omission from his first definition by clearly stipulating in Eisner 
v. Macomber, supra, that the term “income” should also include 
profit gained through a sale or conversion of capital assets, as it was 
applied in the Doyle case. That the term “income” might also include 
still other items which had not been brought to his attention at that 
time seems to have been a very real possibility to Mr. Justice Pitney 
for he indicates in the paragraph preceding his definition thereof that 
it would be for the “present purpose” and, in the paragraph follow- 
ing, emphasizes that “Brief as it is, it indicates the characteristic and 
distinguishing attribute of income essential for a correct solution of 
the present controversy. . . .” (Emphasis added.) The Court had 
already acknowledged that the word “income” was not unchange- 
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able, but varied according to the time and circumstances of its use. 
Towne v. Eisner, 245 U.S. 418 (1918). The Court further declared 
in Merchant's Loan & Trust Co. v. Smietanka, 255 U.S. 509 (1921), 
that the definition it had promulgated was what it believed to be the 
commonly understood meaning of the term, and no indication was 
given that this definition was to be either sacrosanct or all-inclusive. 

The Board of Tax Appeals, although holding that damages received 
in an action for libel and slander were an attempt to make the plaintiff 
whole, and therefore not taxable, stated that the Macomber definition 
was given to decide the case then before the Court and concluded that 
cases may arise in which taxable income will be judicially found al- 
though outside the precise scope of the Macomber definition. Haw- 
kins v. Commissioner, 6 B.T.A. 1023 (1927). 

The Third Circuit did not apply this limitation, but employed the 
Macomber definition in Central R.R. v. Commissioner, 79 F.2d 697 
(3d Cir. 1935), to hold that an amount received by a taxpayer in 
settlement of a suit against an officer for profits earned by a corpora- 
tion organized and controlled by said officer for business purposes ad- 
verse to the taxpayer’s interests was not income. The court decided 
that since what the taxpayer received was a penalty imposed by law, 
it was therefore a non-taxable “windfall”; being derived from neither 
capital, labor, nor sale of assets, it could not possibly be income. 

The Board of Tax Appeals followed that decision in holding that 
punitive damages awarded to a taxpayer were not taxable because a 
penalty imposed by law could not meet the test set forth in the 
Macomber decision. Highland Farms Corp. v. Commissioner, 42 
B.T.A. 1314 (1940). 

The Court of Claims in Park & Tilford Distillers Corp. v. United 
States, 107 F.Supp. 941 (Ct. Cl. 1952), refused to follow this trend, 
however, and held that so-called “short-swing profits” realized by an 
“insider,” which, by virtue of Section 16(b) of the Securities Ex- 
change Act of 1934, 48 Stat. 896 (1934), 15 U.S.C. §78 (1952), 
were to be awarded to the corporation, were taxable though they 
were also in the nature of a “windfall.” They specifically rejected the 
Central R.R. and Highland Farms Corp. cases as unpersuasive be- 
cause they seemed “. . . to rest only upon the definition of income 
given by the Supreme Court in Eisner v. Macomber. . . .” The 
court asserted that where a “windfall” is not clearly a gift but a pay- 
ment required by statute, its exemption could not be reconciled with 
the Congressional power and intent to tax income “. . . from any 
source whatever... .” 

The Second Circuit followed the Court of Claims in a similar fact 
situation, General American Investors Co. v. Commissioner, 211 
F.2d 522 (2d Cir. 1954), and there expressed the view that Central 
R.R. and Highland Farms Corp. were wrongly decided, and that the 
Macomber definition of income was not to be applied literally. United 
States v. Kirby Lumber Co., 284 U.S. 1 (1931), and Rutkin v. 
United States, 343 U.S. 130, rehearing denied, 343 U.S. 952 (1952), 
were cited therein as examples holding receipts taxable which could 
not possibly fall within that definition. 

The court attempts to distinguish the instant case from the Park 
& Tilford and General American Investors cases by quoting the pro- 
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vision of the Securities Exchange Act that “any profit realized,” un- 
der the circumstances presented by these two cases, shall inure to the 
corporation. The opinion reasons that the theory of recovery in those 
cases is not a purely punitive one. Since they were “profits,” whether 
the corporation’s or the officer’s, they might come within the purview 
of Section 22(a) and the Macomber definition of “income.” How- 
ever, the court does not feel that the punitive damages in the instant 
case could possibly fall within that scope. Merchant’s Loan & Trust 
Co. v. Smietanka, supra, Commissioner v. Culbertson, 337 U.S. 733 
(1949), and Helvering v. Griffiths, 318 U.S. 371 (1943), are cited as 
recent reiterations by the Supreme Court of the validity of this def- 
inition. 

The decision here, therefore, relies entirely upon the Macomber 
definition and the Central R.R. and Highland Farms Corp. cases al- 
though it concedes that the decision in Central R.R. v. Commissioner 
is not overwhelmingly persuasive. It would be interesting to know 
whether the Third Circuit would follow the Second Circuit’s decision 
if Section 16(b) of the Securities Exchange Act were involved in a 
future case. 

Certiorari has been granted by the Supreme Court in both the in- 
stant case and the General American Investors case. Three alterna- 
tives are available to that tribunal: they may adopt the “income” 
definition of Eisner v. Macomber as a judicial limitation of the stat- 
utory definition; they may reject or enlarge upon that definition so 
that the term would include one or both types of recovery; or, they 
may seek to avoid this issue and distinguish these cases on the facts. 
The court in the instant decision admits that the Commissioner’s 
position is the more reasonable, but concludes that the Supreme 
Court is the one to effect such a result. 

It appears manifest that prior decisions did not dictate the course 
of action chosen by the Third Circuit here, and the reasoning whereby 
this court distinguishes punitive damages from an award under the 
Securities Exchange Act on the ground that the latter is “profit” 
illustrates a misconception of that term. A statutory award of money 
must be considered to be “gain,” and Congress has expressed its in- 
tent to tax “gain” no matter from what source it was derived. It has 
been shown that the existing definition of “income” promulgated by 
the Supreme Court was for the immediate purposes before the Court 
and does not adequately administer the situation under discussion. 
By an elaboration of this definition to coincide more closely with that 
of the statutes, the Supreme Court can indeed restore needed sym- 
metry to this phase of the law of taxation. Jack E. Roberts. 





